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“fetlif there is no fuﬂher deterioration in the credit risk of the borrower i.e. no
t me e{(pected credit losses, the entity recognises interest revenue at 6 49% e
Cost carrying amount at the end of each year as follows: . ’

subsequent changeg to
T year on the net AMOrtgeg

Amortised Cost Carrying Am

Year = ngeniz;rl]:ntarl\;itczf Ll(:i::ior:j;l;ze at  Interest received :|
e eceive Closing balaneg |

RM RM RM RM

1

: :,;ggggg 564,868 (600,000) 8,664,368

; 8,627,455 262,587 (600,000) 8,627 455
) 8,587,613 560,158 (600,000) 8,587.613

: 8,545,184 557,571 (600,000) 8,545,184

,545, 54,816 (600,000) 8,500,000

2,800,000 (3,000,000) i
— — o

If, at i
o :d tik;eafﬁ-?bif ;/;:;rts, th; amom; received from the borrower is RM9,000,000 the additional RM500,000
0 a favourable change in the lifetime expect it | FRS.
9.5.5.14]. Thus, the entity records the following closing journa]_:pec e creit osses on sttement [se "

Dr Bank account RM RM
Dr Loss allowance account 9,000,000
Cr Loan receivable account 1,500,000
Cr Impairment gain in profit or loss 10,000 50
560,000
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CHAPTER 3

HEDGING AND HEDGE
ACCOUNTING

This Chapter will help you in the following areas:

. to understand the basic principles of hedging and hedge accounting;

. 1o understand and apply the requirements on fair value hedges;

« tounderstand and apply the requirements on cash flow hedges;

| - tounderstand and apply the requirements on hedges of net investment;
and

« o be able to assess hedge effectiveness.

31 Introduction to Hedging and Hedge Accounting

3.1.1 Financial Risks
In the study of financial instruments, an understanding of financial risks
of hedging and hedge accounting. Financial risks refer to the volatility or variability of the fair values or
future cash flows of financial instruments, MFRS 7 classifies financial risks into the following types:
(a) market risk, which is the risk that the fair value or future cash flows of a financial instrument will
Auctuate because of changes in market prices. Market risk comprises three types of risks:

(i) currency risk, which is the risk that the fair value or future cash flows of a financial instrument will
fluctuate because of changes in foreign exchange rates.

(ii) interest rate risk, which is the risk that the fair value or future cash flows of a financial instrument
will fluctuate because of changes in market interest rates.

(iii) other price risk, which is the risk that the fair value or future cash flows of a financial instrument
will fluctuate because of changes in market prices (other than those arising from interest rate risk
or currency risk), whether those changes are caused by factors specific to the individual financial
instrument or its issuer, or factors affecting all similar financial instruments traded in the market.

(b) credit risk, which is the risk that one party to the financial instrument will cause a financial loss for the
other party by failing to discharge an obligation.
(¢) liguidity risk, which is the risk that an entity will encounter difficulty in meeting obligations associated

is crucial, particularly in the area

with financial liabilities.
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3.1.2  Basic Principles of Hedging

Hedging of financial risks typically involves using financial instruments (usually derivatives) that Provide
offsetting effects to the volatility of the fair value or future cash flows of a hedged item. Hedging has becoms
an important part of risk management strategies for many entities.

The relationship between items exposed to risks (hedged items) and hedging instruments can be

Portrayeq
by the diagram below: '

Hedging

rietged ems Instruments

Hedging

&

The objective of hedging is usually to take a position (the hedging instrument) that neutralises the risk,
as far as possible, in the hedged item. In a perfect hedge, the risk is eliminated completely (100%). Howeve,

in practice, it is rare to find hedges that are perfect. Broadly, hedges can be categorised into “short hedges”
and “long hedges”.

A short hedge involves taking a short or sell position in the hedging instrument (e.g. a short position
in a futures contract or a forward contract). The aim of a short hedge is to protect a fall in the price of the
underlying hedged item. A short hedge is appropriate when an entity already owns an asset and it wants to
protect the risk that the price of the asset will fall in the future.

For example, an entity owns some CPO mventory that it knows will be sold within the next three months. To
protect against the risk of a decline in the spot CPO price in the future when the inventory is sold, it can take a short
position in the CPO futures before the inventory is sold. If the price of the CPO declines when the inventory is sold, the
loss on sale is offset by the gain on the short hedge. Similarly, a short hedge can also be used to protect a decline in thy |
price of a future transaction (forecast transaction). For example, a CPO producer may not own the inventory now
it knows that there will be inventory at some time in the future (its forecast production). It can therefore talt= 2 short
position in a hedge to protect a risk of decline in the future CPO price when a sale is transacted.

A long hedge involves taking a long or buy position in the hedging instrument. The aim of a long hedge is
to protect arise in the price of the underlying hedged item. A long hedge is appropriate when an entity knows
that it will have to purchase a certain asset and wants to lock in the price today.

For example, a CPO user knows that it will require a certain amount of CPQ inventory for its usage in production.
It may take a long position in the CPO futures now (lock in the price now) to protect against a rise in the CPO price
when the inventory is purchased in the future.

3.1.3 What is Hedge Accounting?

Hedge accounting attempts to match the gain or loss of a hedged item (an item exposed to risk) with the
corresponding loss or gain of its hedging instrument. It is thus concerned with the process of matching the
offsetting effects of the hedging relationships in profit or loss. For example, if the gain or loss of the hedged
item is taken to profit or loss, the loss or gain of the hedging instrument is also taken to profit or loss o
provide the offsetting effect. However, if the hedge relates to a firm commitment to buy a property, plant and
equipment, then the gain or loss of the hedging instrument is recognised in other comprehensive income and
deferred in equity (a hedge reserve) until the property, plant or equipment is acquired. The hedge reserve may
then be released as a basis adjustment to the cost of the property, plant and equipment, or by reclassification
adjustments to profit or loss based on the depreciation charged in profit or ioss. '

3.1.2 2017 Commerce Clearing House (Malaysia) Sdn Bhd

[ R

- 129
chapter 3: Hedging and Hedge Accounting

he ultimate aim in hedge accounting is to realise a “matched” timing of recogniltion of g'ains_ and losses
E ;fsetting effects) in profit or loss between the hedged item and the corresponding hgdgmg instrument.
ol 1 is to reduce the volatility in performance reporting. This can be accomplished in two ways:

(

- ing i [ ised i fit or 1 hen it occurs, and
hange in the fair value of the hedging ms..trumen‘[ 1S.recogmsed in pro t or loss whe curs,
E Ch same time, a corresponding but opposite change in the value attributable to the hedged risk of the
f,:igeed item is r:acognised in profit or loss (this is known as fair value hedge accounting); and |
hanee in the fair value of the hedging instrument is initially recognised in othc?r comprehensive
e neg and retained in a hedge reserve (in equity). When the corresponding hedged item affects prgﬁt
;icl(:)lsg the hedge reserve is recycled (reclassified) to profit or lolss to realise the matching or offsetting
effect in profit or loss (this is known as cash flow hedge accounting).

32 The New Hedge Accounting Model in MFRS 9

Compared to the former MFRS 139, MFRS ¢ introduces a new hedge awcountin.g,r r,not.iel that is mori
- inje-based and that aligns the hedge accounting requirements more clgsely to an entity’s rlsk managemen
b The ne-v model specifies that the objective of hedge accounting is to represent, in the financial
actl\'itlesés the L‘ll;fec;t of an entity’s risk management activities that use financial instruments to manage
Statemi];s zm:qi‘ng from particular risks that could affect profit or loss (or OCL in the case of investments in
:ZE?;uip;mzlnents for which an entity has elected to present changes in fair value in OCI) [MFRS 9.6.1.1].

“his is a principle-based rather than a rule-based approach that_ f_oguses on an e‘ntity’s nskfmat;ag}eme;lt];
“*he new hedge accounting model uses the risk management aCtl\{ltleS of an entity as the1 oun ;t'l:})]]%_l l(]}
Jeciding what qualifies (or what does not qualify) for hecflge accounting. The.al'n.l of the modg is to fai y
represent, in the financial statements, the impact of the risk management activities of an entity.

32.1 Qualifying Hedging Instruments

Hedging instruments are typically derivative instruments? such as forwards? futures, swaps z;\r:[(; ;pstlf;;
that can provide off-setting effects to gain or loss of hedged items exposed to risks. The forrper_ t
restricted certain instruments for qualifying as hedging instruments even when such_ financial 1nstrur_nep s
provided an effective offset for risks managed under common risk managemelnt sjtratf:.gles. The key restnct{on
in the former MFRS 139 was the disallowance of designating non-derivative instruments as hedging
instruments for hedges of risks other than foreign currency risk.

MFRS 9 prescribes that a derivative measured at fair value through profit or loss may be iemgnated
as a hedging instrument, except for some written put options [MFRS 9.6.2.11. It also specifies that a non-
derivative financial asset or a non-derivative financial liability measured at falr. value through profit or loss
may be designated as a hedging instrument unless it is a ﬁnanc:a% hab:hty designated at fa_lr value throu.g{l
profit or loss for which the amount of its change in fair value that 1s _attnbutable.to changes 1n'the credit risk
of that liability is presented in OCT. For a hedge of foreign currency risk, the foreign currency risk compon.ent
of a non-derivative financial asset or a non-derivative financial liability may be demgna_ted as a hedging
instrument provided that it is not an investment in an equity instrument for which an entity has elected to
present changes in fair value in OCI [MFRS 9.6.2.2].

The new hedge accounting model thus expends the types of eligible financial instrun;ents to allow non-
derivative financial assets and liabilities at fair value through profit or loss to .be designated as hedging
mstruments, i.e. to acknowledge their effect also for accounting purposes. As in the former MERS 139,
MFRS 9 requires that for hedge accounting purposes, only contracts with a party extemal to the reportl.ng
entity (i.e. external to the group or individual entity that is being reported on) can be designated as hedging
mstruments [MFRS 9.6.2.3].
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The other key change in the new hedge accounting model is the removal of the distinction betyy,
combinations of stand-alone written and purchased options and those combined in one contract, In the pey,
model, the eligibility of an option contract to be designated as a hedging instrument should depend gy it
economic substance and risk management objectives rather than its legal form alone, Consequently 5 stang.
alone written option would be eligible for designation as a hedging instrument if it is jointly designateg with
other hedging instruments so that, in combination, they do not result in a net written option. '

3.2.1.1  Designation of Hedging Instruments

The condition for designation of a hedging instrument in MFRS 9 is similar t
139 in that a qualifying instrument must be designated in its entirety as a hedging
option contract may be designated as a hedging instrument in its entirety without separatin g the intrinsic vajyy
and the time value of the option. Similarly, a forward contract may be designated as a hedging instrumen; in
its entirety without separating the forward element and the spot element in the forward contract,

o those in the former MFRg
mmstrument. For example, gy

However, MFRS 9 provides for the following exceptions (non-mandatory but permitted):

(a) Separating the intrinsic value and time value of an option contract and designating
instrument only the change in intrinsic value of an option and not the change in its time

(b) Separating the forward element and the spot element of a forward contract and designating as fhe.
hedging instrument only the change in the value of the spot element of a forward contract and not fhe.

forward element; similarly, the foreign currency basis spread may be separated and excluded from the
designation of a financial instrument as the hedging instrument.

as the hedging
value, '

(c) A proportion of the entire hedging instrument, such as 50 per cent of the nominal amount, may be
designated as the hedging instrument in a hedging relationship. However, a hedging instrument may.
not be designated for a part of its change in fair value that results from on]
during which the hedging instrument remains outstanding [MFRS 9.6.2.4].

MFRS 9 further allows an entity to view a combination, and
any combination of derivatives (or a proportion of them) and
including those circumstances in which the risk or risks arising from some hedging instruracats offset
those arising from others [MFRS 9.6.2.5]. However, it clarifies that a derivative instrument that combinesa
written put option and a purchased option (for example, an interest rate collar) does not quaiity as a hedging
instrument if it is, in effect, a net written option at the date designation. Similarly, tw ortnore instruments
(or proportions of them) may be Jointly designated as the hedging instrument only i, in combination, they
are not, in effect, a net written put option at the date of designation [MFRS 9.6.2.6].

3.2.2  Qualifying Hedged Items

jointly designate as the hedging NSt e,
non-derivatives (or a proportion of -hem),

Like the former MFRS 139, MFRS 9 prescribes that a hedged item can be a recognised asset or liability,
an unrecognised firm commitment, a forecast transaction or a net invest

ment in a foreign operation. The
hedged item can be:

(a) asingle item (such as a loan denominated in a foreign currency that is exposed to currency risk); or

(b) a group of items (that share the same risk, such as a portfolio of bonds that share similar interest rate
risk).

A hedged item can also be a component of such an item or group of items [MFRS 9.6.3.1]. The other
conditions for hedged items are similar to those in the former MFRS 139, and these include measurement

reliability of the hedged item, forecast transaction must be hi ghly probable and that involve transaction with
external parties, etc.
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cha

i ili of a
m “highly probable” implies a significantly high degree of probiblltlty fofr the c;figgzzggon :
: i i 1 i ether a foreca
i t is required when assessing w .
action. An element of judgemen eqL ' _ : it oo
. i be based on similar transactions in the past and supp
i > to occur. This may be bas : e . et
highly pmbatb i;ances of the occurrence are high. For example, if an entity’s past sales n t_he ﬁrs1i qlslafr(t)r o
evidencl? L r average about USD 30 million, designating forecast sales of USD 30 mllhons(]); 368 e e
afmancial yi:ould be more probable to occur than designating forecast sales of morc]af than U gt bé
e ing i ti for a shorter period, such as purchases for one year,
e ating forecast transactions 1o _ . X
Stml]aﬂy‘;; dljligtg OCC%IF than designating forecast transactions for a longer period, such as forecast purchase
more proba

The te

gars. -
B’ introduced in the new model is to align the treatment of i nancial anq noq-ﬁnanmal ]telr'ni. ‘;0

e k components in non-financial items, when they are separately identifiable and reliably
o (;f - e willinable such hedges to be reflected in the designation used for hedge accounting,
measgrab;zﬁr}“iilgs ;nj;frers {o better reflect and users to better understand the actual risk management activity
thereby €

he effectiveness of hedging strategies. Also, groups of items (including net positions) would be eligible
and the e :
for hedge accounting.

3221 Desigicasion of Hedged Items

in i i i edged
MERS 9 allows an entity to designate an item in its entirety or a corr;pgnent offalll 1tf:r]neaf.J ]l;lz;:l Ti‘ltel -f N
: ire i i i or fair valu ;
i i i i -e item comprises all changes in cash flows .
i = pedging relationship. An entire 1 lows e
1terr1 ln,. At cim}%rises less than the entire fair value change or cas‘h ﬂow vanabﬂl.ty qf an 1tenln oy
corlp({‘t;;“rnay designate only the following types of components (including combinations) as hedg . k
a1ona . ; ons) 2 3 ;
2) only changes in the cash flows or fair value of an item attributable to a Spe‘flﬁf risk (13(1 :gﬁc&ﬂ ;
@ i t within the context of the particular market str ,
nent), provided that, based on an assessmen _ . S,
:}(1);1 Ezk coznﬁonent is separately identifiable and reliably measureable. Rlsk.compct))nents rll};etlow :
designation of only changes in the cash flows or the fair value of a hedged item above O
specified price or other variable (a one-sided risk).

tual cash flows.
(b) one or more selected contrac s | |
(¢) components of a nominal amount i.e. a specified part of the amount of an item [MFRS 9.6.3.7]

The items identified for hedging shall be specifically designated. This requlires, amol?lg ot:zls,t sgescgef)gg%
i . al ‘ f the currency or other variables,
rtion of the cash flows or fair value, the amount o

;ikjlfagt(:)iaiorri‘sks being hedged. For example, in a cash flow hedge of forecast sale{:i S‘cllg;)at1 grgoegggcat:(ailzc; ;3;(;.11;
1 i i i t (for example, the first Ut ,000,

the following year, the entity must specify the amoun xan e
Est zuarter) ofg tge forecast sales to be hedged rather than specifying a percentage of the forecast sales to
hedged.

3.2.3 Qualifying Criteria for Hedge Accounting

A hedging relationship qualifies for hedge accounting only if all of the followir%g.criteria arf;1 r.n.et:
(a) The hedging relationship consists only of eligible hedging instrume?nts alnd eligible hedget 1tt‘er:séf N
R e e e oot shjooivs s rtegy o nertaiog i e
i i i : ma ; I
%ii%lldlfcfrﬁﬁzfgg sa];‘:llﬂilrfcizgz(;e:;‘?iﬁcationg of the hedging instrumgnt, the t_ledge‘item, the Ea‘rﬁrz o::
the risk being hedged and how the entity will assess whether the 11ec}g1ng re%atlonsh.lp meets Itl deh Oewgit
effectiveness requirements (including its analysis of the sources of hedge ineffectiveness a
determines the hedge ratio).
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(c) The hedging relationship meets all of the following hedge effectiveness requirements:
() there is an economic relationship between the hedged item and the hedging instruments:

(ii) the effect of credit risk does not dominate the value of changes that result from that economie
relationship;

(iii) the hedge ratio of the hedging relationship is the same as that resulting from the quantity of the
hedged item that the entity actually hedges and the quantity of the hedging instrument that the
entity actually uses to hedge that quantity of hedged item. However, that designation shal] not
reflect an imbalance between the weightings of the hedged item and hedging instruments that
would create hedge ineffectiveness (irrespective of whether recognised or not) that could resuly

in an accounting outcome that would be inconsistent with the purpose of hedge accounting'
[MFRS 9.6.4.1]. ‘

3.2.3.1  Hedge Effectiveness

Hedge effectiveness is the extent to which changes in the fair value or the cash flows of the hedging
instrument offset changes in the fair value or the cash flows of the hedged item (for example, when the
hedged item is a risk component, the relevant change in fair value or cash flows of an item is the one that is
attributable to the hedged risk). Hedge ineffectiveness is the extent to which the changes in the fair valye or
the cash flows of the hedging instrument are greater or less than those on the hedged item [MFRS 9.B6.4.1],

When designating a hedging relationship and on an ongoing basis, an entity shall analyse the sources
of hedge ineffectiveness that are expected to affect the hedging relationship during its term. This analysis
(including any updates arising from rebalancing a hedging relationship) is the basis for the entity’s assessment
of meeting the hedge effectiveness requirements [MFRS 9.B6.4.2].

3.2.3.2  Economic Relationship Between the Hedged Item and the Hedging Instrument

The requirement that an economic relationship exists means that the hedging instrument and the heqsed
item have values that generally move in the opposite direction because of the same risk, which is the hedged
risk. Hence, there must be an expectation that the value of the hedging instrument and the value of *hc hedged
item will systematically change in response to movements in either the same underlying orunderlyings that
are economically related in such a way that they respond in a similar way to the risk that is being hedged (for
example, Brent and WTI crude oil) [MFRS 9.B6.4.4]. If an entity is in the long positianiin the underlying
hedged item, it should take a short position in the hedging instrument for the econcriie relationship to exist,

[f the underlyings are not the same but are economically related, there can be situations in which the
values of the hedging instrument and the hedged item move in the same direction, for example, because the
price differential between the two related underlyings changes while the underlyings themselves do not move
significantly. That is still consistent with an economic relationship between the hedging instrument and the
hedged item if the values of the hedging instrument and the hedged item are still expected to typically moye
in the opposite direction when the underlyings move [MFRS 9.B6.4.5].

The assessment of whether an economic relationship exists includes an analysis of the possible behaviour
ofthe hedging relationship during its term to ascertain whether it can be expected to meet the risk management
objective. The mere existence of a statistical correlation between two variables does not, by itself, supporta
valid conclusion that an economic relationship exists [MFRS 9.B6.4.6].

3.2.3.3  The Effect of Credit Risk

Because the hedge accounting model is based on a general notion of offset between gains and losses o
the hedging instrument and the hedged item, hedge effectiveness is determined not only by the economie
relationship between those items (i.e. the changes in their underlyings) but also by the effect of credit risk
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__ the value of both the hedging instrument and the hedged item. The effect of credit risk means that eyen
fm -« an economic relationship between the hedging instrument and the hedged 1te%n, the level of offset
tf'thele 5 ame erratic. This can result from a change in the credit risk of either the hedging instrument or the
migh! b?C(?n that is of such a magnitude that the credit risk dominates the value changes that result from t_he
e %tc -elationship (i.e. the effect of the changes in the underlyings). A level of magnitude that gives rise
. ] ce is one that would result in the loss (or gain) from credit risk frustrating the effect of changes
Fe dom]n?i[;rl ings on the value of the hedging instrument or the hedged item, even if those changes were
p th.e L t .C)(/)nversely if during a particular period there is little change in the underlyings, the fact that even
srgnglg?:d‘it risk-re]ateél changes in the value of the hedging instrument or the hedged item might affect the
f:]ie more than the underlyings does not create dominance [MFRS 9.B6.4.7].

An example of credit risk dominating a hedgi‘ng .relationship is when an entity he.dgels an expgsurci t(;
mmodity price risk using an uncollateralised derivative. If the co.unterparty to that d:erwatl.ve expcfnenc.(,s
e deterioration in its credit standing, the effect of the changes in the counterparty’s credit standing might
e E the effect of changes in the commodity price on the fair value of the hedging instrument, whereas

iﬁ:ﬁ;ﬁ in the value of the hedged item depend largely on the commodity price changes [MFRS 9.B6.4.8].

32.3.4 Hedgc Ratio

In accordance with the hedge effectiveness requirements, the_ hedge ratio of th§ hedging relatlonshrlp ém;sl
be the siie.as that resulting from the quantity of the hedged item that the ent1t_y actually he(liges c}[{l the
quantity o the hedging instrument that the entity actually uses _to hedge that quantity of hedged ltelp. tnanf}le,
if an entity hedges less than 100 per cent of the exposure on an 1tem, §uch as 85 per cent, it shall c}eygnaﬂ e z
Leqging relationship using a hedge ratio that is the same as that resulting from 85 per cent of thf.: ul(lpoi;m -?c afp
the quantity of the hedging instrument that the entity actually uses to hedgfi those 85 per'cer‘at. Simi arty?tl h olrl
example, an entity hedges an exposure using a nominal ammlmt of 40 units of a ﬁnangial mstrun}llen 1 st.a
designate the hedging relationship using a hedge ratio that is the' same as t1‘1at re'sultlmg fropn t la; q;.lallldﬂ-fy
of 40 units (i.e. the entity must not use a hedge ratio based on a hlgher quan’_uty of units that it mig 1th1o 411(;
total or a lower quantity of units) and the quantity of the hedged item that it actually hedges with those
units [MFRS 9.B6.4.9].

However, the designation of the hedging relationship using the same hedge ratio as that 1‘esultfng from
the quantities of the hedged item and the hedging instrument that ths_a enjuty actually uses shall pot reflect an
imbalance between the weightings of the hedged item and the hedging 1nstrument. that would in turn create
hedge ineffectiveness (irrespective of whether recognised or not) that could result in an accogntmg outc.;ome
that would be inconsistent with the purpose of hedge accounting. Hence, for the purpose of designating a
hedging relationship, an entity must adjust the hedge ratio that resqlts from the quqnﬂtms of tbe hedged
item and the hedging instrument that the entity actually uses if that is needed to avoid such an imbalance
[MFRS 9.B6.4.10].

Examples of relevant considerations in assessing whether an accounting outcome 15 inconsistent with the
purpose of hedge accounting are:

() whether the intended hedge ratio is established to avoid recognising hedge i];leffecti\t'eness. for cas_h flow
hedges, or to achieve fair value hedge adjustments for more hedged items with the.aml_ of increasing the
use of fair value accounting, but without offsetting fair value changes of the hedging instrument; and

(b) whether there is a commercial reason for the particular weightings of the hedged item and the lhedgmg
instrument, even though that creates hedge ineffectiveness. For example, an entity _enters into and
designates a quantity of the hedging instrument that is not the quantity that it determined as the besﬁ
hedge of the hedged item because the standard volume of the hedging instruments d(_)es not a.llow it
to enter into that exact quantity of hedging instrument (a ‘lot size issue’). An example is an entity that
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hedges 100 tonnes of coffee purchases with standard coffee futures contracts that have a contract sjzg
37,500 Ibs (pounds). The entity could only use either five or six contracts (equivalent to 85.0 and 102
tonnes respectively) to hedge the purchase volume of 100 tonnes. In that case, the entity designates the
hedging relationship using the hedge ratio that results from the number of coffee futures contracts thyy
it actually uses, because the hedge ineffectiveness resulting from the mismatch in the weightings of ghe
hedged item and the hedging instrument would not result in an accounting outcome that is inconsistens
with the purpose of hedge accounting [MFRS 9.B6.4.11].

A hedge is regarded as highly effective only if both the following conditions are met:

(@) Prospective Testing — At the inception of the hedge and on an on-going basis (as a minimum, g
each subsequent reporting periods, such as quarterly), the hedge is expected to be highly effectiye
in achieving offsetting changes in fair value or cash flows attributable to the hedged risk during the
period for which the hedge is designated. Such an expectation can be demonstrated in various
including comparison of past changes of the hedged item with past changes of the hedging instru
demonstrating a high statistical correlation between the fair value or cash flows of the hedged ite
those of the hedging instrument. Other than a one to one comp.
ratio to improve the effectiveness of the hedge.

(b)  Retrospective Testing — The actual results of the hedge offsetting effects are within the targeted
effectiveness specified by the entity (the former MFRS 139 specified a range of 80-125 per cent
offsetting effect). An entity may continue to use the 80 to 125% as an internal guide for assessing hedge
effectiveness. For example, if the loss on the hedging instrument is RM2,000 whilst the gain on the
hedged item is RM2,400, the offset can be measured by 2,000 / 2,400, which is 83.3%, or 2,400 /2,000,

which is 120%. In this example, the offsetting effect falls with the range of 80-125% and would be
concluded as highly effective.

ways,
ment,

m and
arison, the entity may choose a hedge

3.3 Hedging Relationships

Like the former MFRS 139, MFRS 9 identifies three types of hedging relationships, as follows:

(a) fair value hedge: a hedge of the exposure to changes in fair value of a recognised asset or
unrecognised firm commitment, or a comp
and could affect profit or loss.

itatility oran
onent of any such item, that is attributable to a particular risk

(b) cash flow hedge: a hedge of the exposure to variability in cash flows that is attii>utable to a particular
risk associated with all, or a component of, a recognised asset or liability (such as all or some future

interest payments on variable-rate debt) or a highly probable forecast transaction, and could affect profit
or loss.

(c) hedge of a net investment in a foreign operation as defined in MFRS 121 [MFRS 9.6.5.2].

If the hedged item is an equity instrument for which an entity has elected to present changes in fair value
in other comprehensive income, the hedged exposure must be one that could affect other comprehensive

income. In that case, and only in that case, the recognised hedge ineffectiveness is presented in other
comprehensive income [MFRS 9.6.5 3.

For a hedge of the foreign currency risk of a firm commitm
for it as a fair value hedge or a cash flow hed
for as fair value hedges.

ent, the Standard allows a choice of accounting
ge. All other hedges of firm commitments shall be accounted
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34 Fair Value Hedge Accounting

34.1 The Accounting Treatments

RS O prescribes that as long as a fair value hedge meets the qualifying criteria for hedge accounting
th l:giging relationship shall be accounted for as follows:
e

. . ehensive
in or loss on the hedging instrument shall be recognised in proﬁt ot los -(0r Otheli COtmé) :o resent

e, ifthe hedging instrument hedges an cquity instrument for which an entity has elected o p

mco » . =

changes in fair value in other comprehensive income).

i ' i hedged item (if
i i y hall adjust the carrying amount of the
ng gain or loss on the hedged item s ; . : t
The['he?)]g;) E;mgd be recognised in profit or loss. If the hedged item is a financial assell {(or a 00111?113005263111
al}lJP :;?) that is measured at fair value through other comprehensive mcctlams,_the hedgmg gf:/ ni r?stmmem
E ised i if the hedged item is an equi
ite 3 rnised in profit or loss. However, 1 g equi
R in fair value in other comprehensive income, those
i i lected to present changes in fair value in o _ . !
R, ive i h hedged item is an unrecognised firm
ain in other comprehensive income. When a hedg : |
amounts shall remain m ot . : ; e
lative change in the fair valu
i t (or a component thereof), the cumu 1ge | : : .
Comgzﬁf “0.its designation is recognised as an asset or a liability with a corresponding gain or loss
subse LS
recogniged 11 profit or loss [MFRS 0.6.5.8].

(a)

(b)

er a hzdeed item in a fair value hedge is a firm commitment (or a componen hereof) to acquire an

Wher a hedged item i ir val ge is a fir mmitment (or 11 tt r1t t thqu £

A » *n; i iability that results from the en

iabili initi t of the asset or the liability tha

as ¢ arsume a liability, the initial carrying amoun : lity _ . ty

mset ;g thse firm commitment is adjusted to include the cumulative change in the fair value of the hedged
(enn - s

“_= that was recognised in the statement of financial position [MFRS 9.6.5.9].

vl

i i item
Any adjustment arising from paragraph 6.5.8(b) shall be amortised to proﬁtA or los.s 15 the h;;lizc; i
: i rtisation m
ial i ent thereof) measured at amortised cost. Amo '
e i he hedged item ceases to be adjusted for
j i d shall begin no later than when the hedg
e T ion i lated effective interest rate at the date that
i i rtisation is based on a recalculated effectiv .
R e ome of i h that is a hedged item and that
isati i ° a financial asset (or a component thereof)
amortisation begins. In the case of a (or ther o ik
i 3 come, amortisation applies in
i ured at fair value through other comprehensive in . : . e
z]::lia:mount that represents 516 cumulative gain or loss previously recognised instead of by adjusting
carrying amount [MFRS 9.6.5.10].

3.4.2 Fair Value Hedge of Price Risk of Quoted Equity Investments

i ity i fair value
The Standard does not provide requirements for hedging of equity 11111v;strpents r'ﬂf:,i?f,i ;ta]flénﬁtyas
i ial assets would generally be inconsis
through profit or loss. Hedging of such financia (s W P o o
[ jecti i ing i ted equity instruments for trading purp .
business model objective of investing iIn quo . B
i i [ both the gain or loss of a hedging in _
hedge accounting requirement is redundant because loss ne b
corrisponding loss or gain on the equity investments would be recognised in profit or loss when they

ity i i h
Hedge accounting would be applicable to designated equity investments rr.leasured.at fel111lr v:}llzﬁ t:]rs(z)u%e
other comprehensive income. In this case, the offsetting effects of the hedging relationship
recognised in other comprehensive income.

Example 1 . =
At the beginning of quarter 1, Hams Bhd purchases 50,000 ordinary ghar.es of LDP th:iat;l price ?iﬂffjﬁ; =

inclusive of transaction cost. The investment is designated as an equity investment :11:1f c aa;ge&: S

Ttecognised in other comprehensive income and remain in a fair value reserve. At the end of quarter 1,

0f LDP’s ordinary shares is RM6.

; 3.4.2
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= CHAPTER 6
S RM’000
eighted avera !
Shares issuable £¢ number of shares for the basic EPS calculation oo T
Shares deemed 'On B convertible bonds g { A R E AN D B U SI N E SS VA L UA I 0 N
emed issued : | &
options ed for no consideration on assumed exercise of warrants and N I
Weight '
ghted average number of shares for the diluted EPS calculati el
ion

This Chapter will help you to:

. to understand the fundamental theories of share prices in the
marketplace;

«  tounderstand the reasons for share and business valuation;

. to understand the approaches and methods of shares and business
valuation;

- to apply the assets-based methods of share and business valuation; and

+  to apply the earnings-based methods of share and business valuation.

e 61 The Fundamental Theories of Share Prices in the Marketplace

The fundamental theories of share valuation seek to explain the elements of market valuation of shares i.e.
to explain the way in which the market price of a share is set in the marketplace and the reasons for the price
fluctuations. In these theories, the price of a share in the market is dependent upon the cash flows investors
expect to receive if they buy the share and the riskiness of those expected cash flows. The expected cash flows
consist of two elements: (a) the dividends expected in each year, and (b) the price the investors expect to
receive when they eventually sell their shares. The models for share valuation under the fundamental theories
include: (a) constant dividend valuation model; (b) normal or constant dividend growth model (known as the

Gordon’s growth model); and (c) the supernormal growth model.

6.1.1 The Constant Dividend Valuation Model

This model assumes the entity that is the subject of the valuation pays a constant dividend over time. The
model discounts the constant dividend to perpetuity by the investors’ current required rate of return i.e. the
current cost of equity for that entity in the marketplace. The discount rate must take into account the risk-free
rate (for the time value of money) and the risk premium that reflects market assessment of the risks (both

operating and financial risks) for investing in the entity.
Mathematically, the price of a share using this model is:
o0 D D
Po (ex-div)= ). =
=1 (1+Ke) Ke

Where Po (ex-div): Price ex-dividend
D: The constant dividend
Ke: Market required rate of return, which is the cost of equity

5.8.2
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If the shares are traded cum-dividend, the formula is adjusted for the current dividend as follows:
D

Po (cum-div) = +D

Ke

For example, if an entity pays a constant dividend of 50 sen each

year and the market required rate of
return for the entity’s shares is 8%, the price = RM0.50 / .08 = RM6.25

6.1.2  The Normal (or Gordon’s) Growth Model

This model assumes that earnings and dividends of an entity grow at a constant rate over time, [f the
discount rate is the same, an entity that pays increasing dividends over time would have a h

than an entity that pays a constant dividend. If Do is the current dividend which has just been paid, and g
is the constant growth rate, the dividend expected at the end of year 1 would be D, =Do (1 + g)', and the

expected dividend at the end of year 2 would be D, =Do (1 + gy, and so on. Mathematically, the price ofa
share using this model is as follows:

igher share prige

DW DZ D3 Dn+P|1
Po (ex-div)= ——— + + +

(1+Ke)' (1+Ke) (1+Ke)’

(1 +Ke)"

Where D, to D, are the stream of dividends growing at a constant rate of g,

with D, =Do (1 + g) and n is
the year sale is expected. The above formula is simplified as follows:

Dy Do(1+g)
Po (ex-div)= ——— = _
Ke—g Ke—-g
Dy
Po (cum-div) = — + Do
Ke—g

For example, if an entity pays a current dividend of 50 sen, and divide

nd is expected to grow at a constant
rate of 3%. If the required rate of return is 8%,

the share value Po = RMO0.50(1.03) / (.08 - .03) = RM10.30.

This model is not suitable to explain the share price if the growth rate is close to, or as high as, the
required rate of return. For example, in the above case, if the growth rate is 7%, then Po = RM53.30, which
is a ridiculously high valuation. And if the growth rate is equal to the required rate of re

turn, the formula
collapses as the denominator becomes a zero rate (anything divided by zero will result in an infinity value).

6.1.3  The Supernormal Dividend Growth Model

This model assumes that an entity is in the early stages of development and is experiencing supernormal
growth in earnings and dividends in the earlier years before the growth rate tapers off to a normal rate in the
later stages. The valuation of the shares for such entity must take into account t

he value provided by these
supernormal growth periods before the normal growth model is applied.
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[#

and
mple, if an entity is expected to grow at a supernormal rate qf 1.5% for tbe Cfl'lrsst fSO 1?(:\?2
FO; SX: ﬁom;al growth rate of 4%, the valuation of the shares of the entity is determined a: g
eafter

ther
n Do(1+Gs) Dy !
+ X
Po= 2. n
=1 (1 +Ke) (Ke-Gn) (1 +Ke)
Where: Gs  Supernormal growth rate of 15%

Gn  Normal growth rate of 4%

n No. of years supernormal growth is
expected, 5 years in this example.

A i i i i dividends
ExamP. K has just paid a current dividend of 20 sen per share. In line with the expected ﬂgrqw;;h f;n iz?n"ﬁfé ; rllzz -
Eﬂ'ﬂt}’t d to gj'row at 15% per year for the first five years. and thercafter taper off to 4% indefinitely.
e ; oraal
. :zzzcrate of return for investment in Entity K with the degree of risk is 9%.
exp
Required: .
Calculate vhe expected share price of Entity K.
Solutio™
i-_ 4 Year Cash flows
Supernormal: Sen
| 23.00
2 26.45
3 30.42
4 34.98
5 40.23
NPV at 9% (a) 117.78
Normal:
Year 6 onward 41.84
Ke - Gn 5%
Year 5 value 836.72
Discount factor 0.650
Present value (b) 543.81
Total value (a +b) 661.59
L The expected share price is RM6.62.

i i int in time, a

The above fundamental models of share price attempt to explain that at any particular I{[(;g]ﬁlmre iy
share has an intrinsic value. This value is equal to the discounted present vglua of thedexpec S
receipts from investing in the share. The expectation of the future cash receipts depends upon
perception of the risk-return relationship of the entity and this may relate to:
(a) Past earnings of the entity;
(b) Analysis of the entity’s latest financial statements;
(¢) Future plans and opportunities and treats to the entity; and )

i i i i on.

(d) Tnfluences affecting the economy or industry in which the entity operates, and so

6.1.3
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These factors affect an investor’s expectations about the future earnings and the risk associated with
such earnings, Consequently, the variables in the models, such as Ke, D and £ would change with changes i

the investors’ expectations, and as a result the intrinsic value or price of the share may mov

€ up or down g
sideway in a random walk pattern.

6.2 The Efficient Market Hypothesis

In order for the shares of an entity to be traded at its intrinsic value, the capital markets must be efficient

Basically, efficient markets exist when security prices reflect all available

economy, about financial markets, and about the specific entity. Implied in this efficient market hypothesis jg
that market prices of individual securities adjust very rapidly to new information. As aresult, securities Prices
are said to fluctuate randomly around their intrinsic values,

Under the fundamental theory of share valuation, a share is said to have an intrinsic price dependent on
the fortune of the entity and the expectations of the investors. In order for the price of a share to be at jtg
intrinsic value, one of the fundamental assumptions is that all relevant information about an entity will e
available to all potential investors who will act upon the information in a rational manner.

public information about the

The random walk theory accepts that shares will have an intrinsic value but that this value will be altered

as new information becomes available and that the behaviour of investors is such that the actual price wi|
fluctuate at random around the intrinsic value. New info

of a share, but subsequent share price movements will fo
market theories therefore imply that past securit

rmation can result in a change in the intrinsic valye
llow what is known as a random walk. The efficient

y price movements cannot be used to predict firture market
prices in such a way as to earn excess profits from these predictions. If excess profits arise, the efficient market

theories argue that the excess profits cannot last long, because a sufficient number of market participants with
sufficient resources will recognise the recurring pattern of price changes and will exploit the opportunity,
It exploiting it, they will drive out the opportunity for further excess profits, causing the price series to
approximate a random walk. Thus, competitive forces are said to result in an efficient market.

The sufficient conditions for such a market are that: (a) there are no transaction costs, (b) informayion
is available to all participants at no cost, and (c) all participants agree on the implications of avaiiable
information for the current and future price of each security. Obviously, these conditions are not entiiely met
in practice. While security markets clearly would be efficient in the sense that security prices fully reflect
all available information if they were met, in reality such markets may be considered as'21icient if these
conditions are only reasonably met. To determine this, three forms of efficient market hy/peitieses have been
extensively tested for empirical evidence in the finance area.

6.2.1 The Weak Form Hypothesis

The weak form hypothesis is based on the view that security prices already reflect all past publicly
available information. This hypothesis involves testing the dependence of successive share price changes
over time and whether or not mechanical trading rules using past price changes can earn excess profits. The
weak-form tests conducted in many jurisdictions have largely supported the notion that share price changes
are independently distributed random variables. As a result of these tests, the currently observed share price is
said to be the best estimate of the intrinsic value of that share. Stated differently, the test results suggest that a

share price series evidences random fluctuations about the intrinsic value and it changes as new information
becomes available.

6.2.2 The Semi-Strong Form Hypothesis

The semi-strong form hypothesis is concerned with testing the speed of price adjustments to new
information that is released in the marketplace. Such studies have focussed on changes in share prices relative
to specific types of information, after isolating out systernatic underlying market movements. The types of
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iffering forms of reported
n examined include stock splits, annual and quarterly annc})]uncemelcllts, il;izlt]'flisfzn e fstock
i v issue of shares, and ne :
fferings of common stocks, new issu : ) i
ye(;ni str(%ng form tests in the developed economies have shown that ;hare pl; i
ik i 2 1.€.
blicly announced information and thus supports the efficient market theory

informatio
earnings, large compan
exchange. Most of the

ery quickly to pu nou _ ;
re?;;; 1';%/601: all information which is available publicly.
pr

623 The Strong Form Hypothesis

is I i sting whether share prices reﬂect' all avaﬂab.le

i : e fonflhhypmbtllie: 1osr ;Siri:;[zcii;rcl)?il;tigrkll atri: re{fected in the share prif‘:e of_an en.tli‘y. Thft::}e;‘sta 2\
B tht‘ flr T rtain individuals who have monopolistic ability to obtain private in olr]ma i e
R et C?l“ ts involving professional mutual funds managers suggest that such manag .
- ——— cII) E{;i:fc‘)m‘lgj Eelected portfolios. Some tests involving specialists 01’11. a §t0c1< Zzg};zn;i j;e

o i i exc
insiders (Corpoiate officers and directors) suggest that sucri;J gtzrtgz Vlvlzzérrlgsinciri(;};g ni;tig b b
informati?fnt}?m agls?tfgeulslztl\.tu‘tg c%tf: ?r::l;e;liiiz;a;z fr};fci‘snslgtion. Thus, the results of strong form tests are not
e of the se

i i i thl‘l
hlSiVe T.O Sup]](‘ t e IlOti()ll |hat Shal‘e pI‘lCBS rGﬂeCt all avallable nlorma
conc

do not outperfo

624 Efficient Markets — A Summing Up

i is is efficient.
the evidence indicates that the market for shares, particularly those listed shares, 1

{ : . tru n T 1 i y ¥ '.CGS reaso abl re[ ect El”
: ‘t ldl'ly e 1 the Weak-fo and ﬂ'le Seml-strong form tests. SeCUrl Il y
liS]‘q Oa] 1SUE

“ i T Y 1 i i . M ket rllcipall >
i ¥ publ'lc i llOl’matiOll and 1 afket pll S adjus v qu ]y 4} W (8) aton al p
1= c Cce tve CK L € 1 T a S

d 1 tt t ~ t *a
enera S’ real 0 S€1zZe 5/ 1Ce O Ve anges abou a SSCLll'lty S5
11 y 1 on any recur ]ng p].’ pa ern s¢ as to dl‘l pI‘lCE Lh g

alovgd

iatrinsic value to a random walk.

63 Practical Approaches to Share and Business Valuation

63.1 Reasons for Share and Business Valuation

i ed to devise techniques to
Given that shares have an intrinsic value in the marketplace, why is there a need t
ive

. . v
estimate e value ol a share! < 5’ often 1n DUusINess (ra sactions, the I)Ll p()Se O ShEllC va uation 18 no leSt
y NS 5 h
1 [‘ h 7\ ft !C .f‘ ‘I t

i ion is needed in man
holding or selling shares in the markets. Share or business valuation is neede v

o e s, in initial public offering of

i isiti inesse :

other business transactions, such as in acquisitions and merg_er(sj (;}11 lt:);lse i A

i i n-monetary assets, in de . -

ctions for exchanges of no : _ e

e i tments in subsidiaries, joint ventures, associates and available e e
TS h reporting period, etc. An acquirer in a :

in an acquiree, whilst

acquiree if they were

reporting w '

eq}iity instruments need to be fair valued at th? E:n('il](‘)f: 9:6 ay for a controlling stake
bination may want to know how much he is wi OE N0 Pay i chates i the

E]S?owners of an acquiree may need to know the minimum price for the sha

to sell the investee. _ Batived

) used may not necessarily follow those of the fun{liamental tl}@qry ‘a.gd tgiee;atl}?:relevant

- (cchniques the current market price, but it forms the basis of negotiations betwe ot

il ot b;: the-lsla::;;tilalleycsl:ettlé on an agreed price. Also, the size of the investment at stake many di

parties, who wi

iate i i j 1nces.
the techniques which are more appropriate in the particular circumsta

6.3.2 Approaches to Share and Business Valuation

I ere arc marl 5;‘ i ( a l(l ]| S. (Sioh] a llat-()l dﬂp@ ld‘[lg on Llle apploach
. ? v ) :
e t Ch_nl ues or methOdS Of Sha].e 5 ;
apphed MFRS 3 1 aif Iah«!@ Measlﬂ ement Clariﬁes tha.t the app[()aC 128 that can be Llsed m [i1131101al IGpOI tl“g
ll!Cluc[t—:‘ 1aft i gme an C e COoSs a[]l) Qacn.
i 5 (a) the al k&t appl‘OElCh, (b) the 1NCcom app OaCh, d ( ) th

6.3.2
Financial Accounting and Reporting in Malaysia, Volume 2




306

(a) The Markei Approach

In the valuation of assets, liabilities and equity instruments, MFRS 13 clarifies that th
uses prices and other relevant information generated by market transactions inv
comparable (i.e. similar) assets, liabilities or a group of assets and liabilities, such as a bu
13.B5]. Valuation techniques consistent with the market approach often use market
from a set of comparables. Multiples might be in rang
The selection of the appropriate multiple within the range requires judgement
and quantitative factors specific to the measurement,

For example, in valuing shares of an unlisted entity, a market approach would consider market prices
business as the unquoted entity. A market-based
ay be used as a basis in the valuation, considering
participants would factor in when comparing listed

of the shares of listed entities in the same line of
multiple of “market price-to-net asset valye” ratio m
differences in risks and lack of liquidity that market
and unlisted companies.

(b)  The Income Approach

An income approach to valuation converts future amounts (e.g. cash flows
current (i.e. discounted) amount. When the income approach is used, the fair
reflect current market expectations about those future amounts [MFRS 13.B1
and uncertainties of the future amount must be factored in the valuation.

For valuing shares of unlisted entities, the techniques that can be used include: (a) the present value
techniques; and (b) the multiple-period excess earnings method (this method may also be used to

estimate the fair value of an intangible asset).
(¢c) The Cost Approach

The cost approach reflects the amount that would be r

The only exception may be when the shares are ofa r
changes in the investee’s performance or condition;

shares acquired, which is the entry price) may approximate the fair value (i.e. the exit prict).

(2) net tangible asset method, and (b) the net asset value method.

6.3.3

‘>—
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e market approagh
olving identical op
siness [MFR§

Or earnings) to a single
value measurement muyst
0]. This means that rigks

equired currently to replace the service capacity oy
an asset (often referred to as current replacement cost) [MFRS 13.B8]. This approach may be suitable

for valuing tangible property, plant and equipment, but is not normally applied for valuing equity shares.
ecent transaction and there have been no sigisficant
in which case, the cost (i.e. the price'vaid for the

legory include:
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' ot (NT4) Method - |
The Net Tangible Asset (N | | —
P NTA method is perhaps the oldest method applied in the valuation of shiares or b;;mse;iesss 1 1
igni : u :
tT hui the days when goodwill and intellectual property were not a significant feature o
roots

are 1 et tangible asset attributable to a particular

[ader s m.ethoci{ Ehetﬁfﬂin?ii i}}fdéﬁall‘se: cilllllatlhzti fffsﬁ Cvatwill midl iertiSabls intangible st

i lel_de h . lculation of the NTA per share. If the entity being value.:d has eqml.y componen St

i excmded’ - ttfl Crathan the owners, such as preference shares that are.eqult.y fa“d equity cqnmpor;litll

aﬁribmablen?ﬁi?xi?a? inestruments or share options, these must be deducted in arriving at the net tangible
of compou

S 'tD O'Wners- set valuation method is not the mathematics inV(_leed bgt is the procestst;‘)f
Th'e (':Omplex‘lt'y mia:s E:f the assets and liabilities to be used in the calculation, which qre often noed tg
iy ud d in the accounts of the entity being valued. Thus, separate valuation may c?e -
N Va!ues W eets and liabilities in the statement of financial positiop that are not lmeasuret onOd 1
" perflorm't::dsitso rl;gsseiiislple properties of the entity being value may be carrled1 attgeprriilirsg F{EZ S :lmuit
v ’ tised cost model. In an asset valuation :
and debt instruments may be measured at the amofr jsed costmodel In an asset v
be measured at.thzit fair values for the purpose of the s . " o e e
The faciors-or questions that need to be considered in the valuation p
< fb]hwm'g: ificant tangible long-term assets, such as property, plant and equipment agd mvestment
A o sy 1 (Eiua%:se arate valuation? If there are, are there comparable marke? prlcej, or recen
frﬁi?:t)::zlhgigiyoﬁz‘z theyieed a professional valuation, and if so how much would it cost?
ran

if ingent liabilities,
b) Have the liabilities been accurately accounted for and quantified? Are there any conting
a . e
% such as lawsuits and third party claims, not yet recogn}sc?(.l. . e
- Are the receivables properly accounted for their collectibility and is additional imp
0 re ‘ - . -
Ed; Are inventories properly accounted for and is additional write-down reql-xmfd. e ot may arse from
(e) 1 transactioﬁ that involves acquisition of business, are they any liabilities tha
g) Ina

] f segments? -
redundancy payments and closure o . . o i e
Are the deferred tax assets and liabilities property accgu.n.ted for, mcludl.n-g de?g:nﬁﬁab]e ey
4 f]e djustments to carrying amounts of assets and liabilities, and recognition of 1
value adju

assets? - .
(g) Are there any prior charges to the assets that may restrict the use of those asse

E}Kample 2
[he COl Sohdated statement Of i la11C131 pOSlthIl of El]tlty I as at 31 DECElIlber 20)(5 18 as {QHUW S

Investment property T
Investment in an associate

110,000
Goodwill on business combinations 90,000
Identifiable intangible assets
Current assets: 85,000
Inventories 75.000
Trade and other receivables 50,000
Cash and cash equivalents 750,000
Total Assets
6.3.3
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(b) Maximum Price to P Bhd

Year
Increased Cash i
Capital Net Cash Fl is
Flows Expenditure s Dl”coun: f}ﬂ C_‘St;r Presig Val'uc l
at 13.5% |
: : RM’000 RM
2,307 L
2 2,557 (o 1.307 0.8811 =
3 2883 e 2,057 0.7763 e
’ 2,883 195
o s 0.6839
3,146 L9n2|
; e 3,146 0.6026 18;: ‘
, 3,210 0.5309 1,70,4 ‘
6 onward 3.403 8,320
R-g e
Yr 5 value o
Total PV e Ry 24,086
No of shares (*000) 32,407
Fair value per share (RM) 10’000
324

The maxi i i
Ximum price of RM3.24 is the price that would result in break:

In practice, P B 2 : i
» P Bhd may offer a price which is in between SYe) fo PRI the NP ofihe investmen

the two values. If P Bhd Pays RM3.24 per share of Q Sdn Bhd,

the control premium paid is RMO0.76 per share

The DCF method is suitable for

and reliable. This
; may be the case if th ion i
s el e ca, e valuation is for the pu i
o2 2 WD th rpose of a controll rategi :
e Che(:kedd;ars{es, J.omt ventures and associates). The budgets ];,]fdol‘lf e
nd verified for reasonableness in assumptions or input 01;“?33*-5 -
‘ : 's used 1n-the projections
as a simple investment ¢f unquoted shares)‘
hegement. In such later

635 AC i
omprehensive Case on Share and Business Valuation

W Bhd is an investor in X Sdn Bhd holding 5

: 0 Gaz )
the business of IT and Software developments 7 or 5 million ordinary shares in the latter X Sdn Bhd is in

an i
d sales. It has a wide customer base, selling its software

The financial statements

of X 4
follows: Sdn Bhd for the prior financial year ended 31 December 20x5
x5 are as

Statement of Financia] Position
As at 31 December 20x5

f;opeﬁy, plant and equipment RM700g
and software development expenditure 100,000
180,000

2

Current assets:

Trade and other receivables

Cash and cash equivalents

Total assets

Chapter 6: Share and
’ Busine . .
ss Va'"aﬁen pter 6: share and Business Valuation

Goftware inventories and sundry supplies

I Contributed capital (1 00 million ordinary shares)

‘ Retained profits
‘ preference shares

Total equity

Long-term loans

Current liabilities

Total equity and liabilities

The property, plant and equi
RM60 milliga. Tae current mark

e of o aintiiar property is RM100 million.
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RM’000

30,000
50,000
40,000
400,000
150,000
80,000
50,000
280,000
60,000
60,000
400,000

pment includes a leasehold property carried at the depreciated cost model
et value of the property at 31 December 20x5, based on a recent transacted

pric
The sunmarised statements of profit or loss for the past five years are as follows:
y Year 20x1 20x2 20x3 20x4 20x5
RM’000 RM’000 RM’000 RM’000 RM’000
) Revenue 400,000 416,000 424,320 458,206 481,179
Operating expenses (280,000) (294.,000) (308,700) (324,135) (340,342)
Profit from operations 120,000 122,000 115,620 134,131 140,837
[nterest cost (8,000) (7,000) (6,000) (5,000) (4,800)
Profit before tax 112,000 115,000 109,620 129,131 136,037
Tax expense (26,880) (27.,600) (26,309) (30,991) (32,649)
Profit after tax 138,880 142,600 135,929 160,122 168,686
Preference dividend (5,000) (5,000) (5,000) (5,000) (5,000)
Profit attributable to owners 133.880 137,600 130,929 155,122 163,686
Earnings per share (RM) 1.34 1.38 1.31 1.55 1.64
Dividend per share (RM) 0.40 0.40 0.50 0.50 0.50
Notes to the financial statements reveal the following information:
Year 20x1 20x2 20x3 20x4 20x5
RM’000 RM’000 RM’000 RM’000 RM’000
The expenses include:
Depreciation of PPE 8,000 8,500 9,000 9,500 10,000
Amortisation of intangible assets 10,000 11,000 13,000 14,000 16,000
Other published information:
Increase in working capital 5,000 5,500 6,000 7,000 8,000
Capital expenditure 15,000 15,000 20,000 20,000 25,000
E:velopment expenditure 15,000 20,000 25,000 30,000 35,000

Financial Accounting and Reporting in Malaysia, Volume 2
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The additional information gathered from the market is as follows:

. Comparable listed entities in the IT and software business have an average price-earnings ratjqg of 1
times (equivalent to an earnings yield of 8.333%). Professional valuers in the market generally apply 5
173 discount for risks and lack of liquidity of unquoted shares.

2. The Malaysian economy is expected to grow at 4% per year in the next five years, The general inflatig,
is expected at 3% per year in the next five years.

3. The IT and software business is expected to remain competitive and industry outlook is a 6% growth i
this sector.

4. Market participants view fair rate of return on operating assets at 15%, surplus funds in working capify]
provide fixed deposit returns of 3%, and fair rate of return on intangible assets and goodwill of 209

W Bhd expects that the business of X Sdn Bhd would continue to be better, earnings are expected to groy
atits past growth rate and dividend will remain constant. Income tax rate is 25%. X Sdn Bhd has signifiegp
intellectual property in its IT and software developments. However, the intellectual property has not begy
valued independently. The amount of development expenditure capitalised is carried at the amortised cogt

model. Completed product development expenditure is being amortised on the straight line method over §
years.

Required

Explain the suitable techniques that may be used to estimate the fair value of the ordinary shares of X Sdn
Bhd as at 31 December 20x5. Show the detailed calculations required in each technique chosen.

Solution to the Case

X Sdn Bhd is in the IT and software business. It has significant intellectual property, the value of which

past earnings have been very high. Thus, the NTA method would not be a suitable method to estimate the M
value of its shares. The dividend payment is constant in the past three years and is not in tandem wti, the

growth in eamings. The dividend methods would also not be suitable in the valuation of the shares o' X Sdn
Bhd.

The methods that should be used in this case are: (a) the NAV method; (b) the P/E ratic method and (c)
the DCF method.

(@)  The NAV method

Since the intellectual property could not be measured reliably without undue cost to W Bhd, its value
should be subsumed within the inherent goodwill calculation. The past equity earnings of X Sdn Bhd
have a compounded growth rate of = 133,800 (1 + g)* = 163,686, where g is 5.15%. The expected
maintainable earnings are estimated at = 163,686 (1.015) = RM172.122 million. The fair returns on
the net assets employed (without the goodwill) are RM47.500 million. The residual or excess profit is
RM126.622 million. This excess profit is capitalised 5 times to determine the value of goodwill and
intellectual property subsumed within. The calculation is as follows;

Calculation of NAV per share Rate of return Earnings
RM’000 % RM’000
Property. plant & equipment 100,000
Fair value adjustment 40,000
Deferred tax liability (10,000)
130,000 15% 19,500
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Calculation of NAV per share 00 Bk retu% RM’000
o

Current liabilities 60,000 1% 1,800
Net working capital 120,000 20% 36,000
Development expenditure (60,600) 8% {4,303)
Lol‘lg—-ter“i ::Z;Zs (50,000) 10% (5,000)
PNrj:lszzts attributable to owners 260,000 47500
Return on net assets employed 172,122
Expected maintainable earnings 623,109 o _12_—4—,6_2
Goodwill capitlised at 5 years 583100

Total net assets value 100,000

No of shares 090) =

NAV per thure (RM)

r 6: Share and Business Valuation

() Thc P/E ratio method

i ; *=1.64, where
[ [ is also 5.15% i.e. calculated at 1.34 (1L + g) 64, w
te in EPS in the past five years is a at LBt
Tr.le grlo ;‘;/th ;E‘lh: ler;;pected EPS is calculated at 1.64 (1.015) = Rl\l/Il.’{’Z. Usmg ge avderlzgéi iy
- bfe listed entities in the IT and software sector, and adjusting for risks an
ara ; . ; .
;;)cntﬂci' of 1/3%, the value per share is determined as follows:
Value per share = RM1.72 x 12 x 2/3 = RM13.77.

(¢) The DCF method
Analysing the past free cash flows attributable to owners:

== 20x1 20x2 20x3 20x4 20x5
B RM*000 RM’000 RM*000 RM’000 RM’000
155,122 163,686
Profit attributable to owners 133,880 137,600 130,929
Add: Non-cash expenses .
9,500 ;

Depreciation of PPE 8,000 8,588 lg,ggg o0 €000
Amortisation of intangible assets 10,000 11,0 4

Less: expenditures o0 -
Increase in working capital (5,000) (5,500} (6,0(0)3) C)EO,OOO; 000,
Capital expenditure (15,000) (15,000) (20,000) 30,000) i
Del\)felopmem expenditure (15,000) (20,000) (25{0;)209) (12; - =
Free cash flows to owners 116,830 116,600 101, y

) = here g is 1.01%.
y = 000 (1 + g)*= 121,686,000, w
y f the past free cash flows = 116,880, ] >
The’ érogthtzateﬁc;e C]Zslkjl flows would increase at the rate of 1.01% per yegr, the _est:lme;fed rfzezrc;e;sle
Assumfmgi at e; 20x6 = 121,686,000 (1.01) = RM122, 918,00.0._ The earnings ylﬁl 0 :;1?3 aﬁjqud
ﬂ(:“;d OL:r:Saﬁies is 8.333%. Adjusting for risks and lack of liquidity of unquoted shares,
quoted ¢ . .

earnings yield for this valuation is = 8.333%/ (1 - 1/3) = 12.5%.

6.3.5
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Applying the Gordon’s growth model of D1 / (ke - g), the total present value is computed as follgys.

Total present value = 122,918,000 / (12.5% - 1.01%) = RM1,069,783,450, Dividing by the 100 million shareg
in issue, the value per share is RM10.70.

The range of fair value is between the NAV value of RMS.83 and the P
may be concluded that the fair value is in the mid-range value of RM11.3
the DCF valuation of RM10.70 per share is also supportable in this case.

6.3.6

/E ratio valuation of RM13,77 It
0 per share. Conclusion bageq on

Valuation of Entities with Potential Ordinary Shares

The two measures that are cominonly used in share or business valuations
per share. In valuing an entity that has potential ordinary sh
or warrants, the potential effects of the conversion of conve
be considered and adjusted for in the measurement of the net
earnings attributable to equity holders.

are net asset value and earningg
ares, such as convertible securities and Optiang
rtible securities and exercise of options shoylq
asset value attributable to equity holders or the

Adjustments are made in the measurement only if the potential ordinary shares have a dilutive effect
on the net asset value or the earnings attributable to equity holders. In a fair valuye measurement, market
participants would have factored in potential ordinary shares that have dilutive effects. Those that are anti-
dilutive shall be ignored because holders of such dilutive instruments would not exercise if the instrumens
are out-of-the-money (for example, when the exercise price of an option is higher than its fair value).

The adjustments to the net asset value attributable to equity holders include fair value adjustments of assets
and liabilities carried at cost or amortised cost model, net of tax effects, if applicable, Also, the calculation
of the adjusted earnings per share, for the purpose of the share or business valuation, is not the same as the
calculation of the diluted EPS in MFRS 133 because equity earnings are not adjusted in MFRS 133 (except
for convertible securities) and options are treated as dilutive only if the fair value exceeds the exercise price
(the fair value is the subject of the valuation). Adjustments for interest or other savings (e.g. employee berefi
expense) on assumed conversion of convertibles or exercise of options should be net of tax effects, €XCaUL ior
employee share option expense, which is not a deductible tax expense in Malaysia.

Example 8
MK Bhd is planning to buy a controlling stake in the equity capital of Sawat Sdn Bhd, a compaay involved the
cultivation of oil palm and processing of crude palm oil and palm kernel. The parties involved have agreed that the
valuation date would be on 30 June 20x9. As at the end of the prior year 31 December 20x8, the capital structure of
Sawat Sdn Bhd consisted of the following components:
RM’000
Contributed share capital (30 million ordinary shares) 100,000
Retained profits 80,533
Convertible securities — equity component 8,067
Share options granted to employees 16,000
Total equity 204,600
Non-Current Liabilities:
Convertible securities — liability component 35,140
Deferred tax liabilities 8,460
Term loans 50,000
Total non-current liabilities 93,600
Total capital employed 298,200
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it information .
Add‘”“”a; i”f];ecember 20x5, Sawat Sdn Bhd issued 40 million convertible bond-s at an i.ssue price of RM1 per uml.‘
iy ds carry a coup,on interest rate of 3% per annum and are convertible into ordinary shares at any time after
"Fhe o \rf)e/:rsion rice of RM2 per ordinary shares. Bonds not converted by the end of the ﬁv.e.—year term
e allj ; C?;;emahle jt the nominal value of RM1 per unit. As at the date of issue of bonds, the prevailing market
:(t):rl:st f;t(; of similar risk-class bonds was 6%. Income tax rate is 24% throughout the period. To-date, none of
rite

he bonds has been converted. . .
"t[wenty million share options were granted to emplqyeffs on 31 December 20})1(4. Ttl?e falr- :taiiirotf] SE:VZT,;O;
determined on that date was RM1.00. The exercis? price is RM1.50 per shal.'e. The op 101ns :2 e i el
yvesting period that is based only on service condltx(_}n. The amount recgignlsed an employ
each year is RM4,000,000. To-date, none of the options has been exercised.

(c) Asat 31 December 20x8, the deferred tax liability attributable to the convertible bonds is RM1,166,000.
C D

The plantation land is a leasehold land carried at cost less accumulated df:-pr'eciation. Similarly, the 01Lpalm CITOE
4 is cle]?ssiﬁed as a bearer plant and carried at cost less accumulated depreciation. As at 30 June 20x9, the carrying
amounts of these two PPE and the fair values are determined as follows:

Carrying Amount Fair Value

RM’000 RM’000

60,000

Lezschnid land (remaining life 80 years) 40,000 35_000
e ror plants (remaining life of 20 years) 25,000 ;

The profits attributable to owners for the past five years are as follows:

RM000

) Year ended o

31 December 20x4 o

31 December 20x5 P

31 December 20x6 o

31 December 20x7 e

31 December 20%8

: = g
For the current year ending 31 December 20x9, the equity e?.mings are expegtedhtollnc:treaseolfail ;211/23 z\ifle; ;Ez

preceding year due to forecast increase in CPO and palm Iernel prices and increase in the hectares

i i i i ket price-to-nav ratio of 2.5
As at 30 June 20x9, three comparable listed plantation companies have an average mar! : P Sl

limes and a price-earnings ratio of 15 times. Valuers in the pIan'tatlo%l s.ector generally fac;m ina ISCSJ s

market risks and lack of liquidity of unquoted shares when valuing similar but unquoted plantation companies.

Required:
Compute the fair value per share of Sawat Sdn Bhd as at 30 June 20x9.

| Solution 8 ‘ ool

The fair value of the ordinary shares of Sawat Sdn Bhd may be measured using the market-to-Nav ratio me
market approach) and the price-earnings ratio method (earnings approach).
(a) Market-to-NAV Valuaiion:

RM’000

180,553
Book value of owners” equity (100,000 + 80,553)
Adjustments for fair value of assets, net of deferred tax:

15,200
Leasehold lands (20,000 = 0.76) S
Bearer plants (10,000 = 0.76) =
i i 6.3.6
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EI‘ES S in D)l

12.2.6 Amendment (2017) to MFRS 12

When an entity’s j i
. § Interest in a subsidiary, a joi
it vedtine e : ; : Iy, : Joint venture or an associate (or i :
g i associate) is classified (or included in a disposal gr ( i it T
ordance with MFRS 5 Non-current As. R ClaSSiﬁed) # held

noteauirs i : Lssets Held for Sale and Dis 1 ] cld f
quired to disclose summarised financial information for that Subsf(;ZIMWd Operations, th
ry’

accordance with paragraphs B10-B16 [MFRS 12.B17] joint venture o

3 CHAPTER 13

THE EFFECTS OF CHANGESIN
'FOREIGN EXCHANGE RATES

This Chapter will help you in the following areas: |
. tounderstand the nature and types of foreign currency operations; ‘
. tounderstand the concepts of the function currency and the presentation
currencys; |
« 1o be able to deal with the measurement of foreign currency |
transactions;
. to understand how exchange gains and losses arise and the accounting |
treatments for such gains and losses; and |
. tounderstand and be able to apply the translation method for consolidating
the financial statements of foreign operations. |

Foreign Currency Transactions and Operations

As the Malaysian economy grows, it is inevitable that more and more companies will enter into
mational trade and undertake operations in foreign countries. Most of these transactions or undertakings |
| be denominated in foreign currencies, and thus, the need to understand translation and foreign currency
osure arises. In this chapter we shall focus our attention on accounting for these foreign currency
ctions and operations, and the related topic of hedging currency exchange exposure.

~ The ways in which a Malaysian company can enter into foreign currency transactions and operations can
e summarised into two categories, as follows:

Foreign currency transactions. In this case, the local entity enters into direct business transactions with I
other entities and the transactions are denominated in foreign currencies. Examples of such transactions
would include:

(i) short-term transactions, such as purchases of raw materials and other assets or sales of goods for
which payments are made or receipts are in foreign currencies; and

(ii) long-term transactions, such as lending or borrowings in foreign currencies, and purchases of
equity investments in foreign-based corporations. .

) Foreign currency operations. In this case, the local entity conducts its foreign currency operations by

setting up or investing in branches, subsidiaries, joint ventures and associates, whose activities are

based or conducted in foreign currencies. In such operations, it is usual for the accounting records and

financial statements to be in their respective local currencies.

12.2.6
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648 Chapter 13: The Effects of Changes in Foreign Exchan

At the outset, it is important that the term “exchange exposure”
firms that enter into foreign currency transactions and operations are s
exchange losses or gains from foreign currency transactions and oper:
of the exchange rates of foreign currencies against the Malaysian Ringgit. The fluctuations are 4
mainly on the Malaysian economy in general, and its foreign trade in particular, both of which d;

strength of the Ringgit relative to the foreign currencies. It is the appreciation or depreciation of th
that gives rise to exchange differences in foreign currency operations.

be understood becayse all M
ubject to it. This exposure is the
ations arising as a resylt of fluety

If a Malaysian entity holds an asset denominated in a foreign currency (such as a foreign cash or afi
trade receivable arising from sales) and that foreign currency appreciates against the Ringgit, there
an exchange gain accruing to the entity simply because that foreign asset now commands more Rin

equivalent. If that foreign currency depreciates against the Ringgit, an exchange loss will arise, becay
foreign asset now commands less Ringgit equivalent.

Conversely, if an entity has a liability denominated in a forei
arising from purchases or a foreign currency loan) and that forei
an exchange loss will accrue to the firm, because the liability

foreign currency depreciates against the Ringgit, an exchange ga
Ringgit equivalent,

gn currency (such as foreign trade DPaya
gn currency appreciates against the Ring
has increased in Ringgit equivalent, [f
in will arise as the liability now carries

The table below provides a convenient way for visualising exchange exposure.

Table 13.1: Exchange Exposure

ITEMS IF FOREIGN CURRENCY:
APPRECIATES DEPRECIATES
Foreign Assets GAIN LOSS .
Foreign Liabilities LOSS GAIN

For the purpose of including the foreign currency transactions and operations in the\accounting records
and/or financial statements of the local reporting entity, there is a need to translate the d:
transactions and the financial statements of the foreign operations into the Ringoit
Translation is basically the process of expressing the financial data denominaied 51/ one currency into the

equivalent financial data in another currency. For local entities, the process will be to express financial da@
of foreign currency transactions and operations into their Ringgit equivalents.

vect foreign curreney!
Lresentation currency.

When foreign exchange rates fluctuate over time, two main issues arise in relation to the translation of
foreign currency transactions and operations, as follows:

(a) what rate or rates of exchange should be used to translate the direct foreign currency transactions and
the financial statements of the foreign operations; and

(b) what should be the appropriate accounting treatment or treatments to be accorded to the exchange
differences arising from the translation?

In the discussions that follow in the next two sections, we will first look at accounting for direct foreign:
currency transactions and then turn our attention to the translation of financial statements of foreign operations
for the purpose of preparing the local parent’s consolidated financial statements. The requirements in Section
30 Foreign Currency Translation of MPERS are substantially similar to those in MFRS 121 The Effects of

Changes in Foreign Exchange Rates, except for the treatment of the forei gn exchange translation differences.
on disposal of a foreign operation.
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The Effects of Changes in Foreign Exchange Rates
er 13

I Funcﬁﬂnal Currency and Presentation Currency

; < . ) b
many Malaysian companies have ventured into foreign currency olzleratt}llons ;:?E(m);
L rei idiari ing their transactions and other o
iring fi subsidiaries and/or by conducting . 2
Ly i inggit. Globalisati t extent, rendered irrelevant the
alisation has, to a grea ! nt
than the Malaysian Ringgit. Global : levant
try in which an entity operates. For example, a Malayslan company me;y se;t zpl : = th)é
. rgses to conduct its business in the US dollar. In this case, alth;ough ocate o thal; '
P ChC; in the US dollar environment. Any transaction denominated in a c-urﬁrenc;y tc;l rien
. : hi Yuan, is a foreign currency transaction to the su :
; .o the local currency of the Chinese Yuan, : ; iy
s icl e i b choose to conduct its operations 1n Smgap r,
g ian company set up in Labuan may : : . ‘ -
g Maiaysif the Si}:lgapore dollar environment. A transaction denominated .mMMiLlayr%lan R;I;gaiy
- B i inggi 1d be a foreign currency transaction to this Malaysian co ;
i Malaysian Ringgit loan, wou
as taking a

. .ﬁceﬂt ye
u-p or ac
cies other

“reportin
# 121 The Effects of Changes in Foreign Exchange Rates replaces the concept of “rep g
‘M " usgd in the original IAS 21 with two new concepts, as follows: g Bk
- ichi ' i conomic environment in which the
: i — which is the currency of the primary econ
\ Functional currency
- gperates; znd

Pr e Yy ST ted.
¥ f1on curre le Whlch 18 the currency in V\«‘h Ch the hI al lLlal StatellleﬂtS arc pI
| €S : .

i unctional
yre tiese two new concepts, foreign currency 1S now defined as a currency othc;r t}:;r; nﬂ;flehrleporting
(e ;lf the entity [the original Standard defined foreign currency as atth fl:urrer.;cydostt ;Irldard e
y * » is therefore redundant in this revise i mple,
tity]. The term “local currency™ is therel ' ! FrsEle

; };Cly Of'z; ;r;n}gas determined that the US dollar is its functional currency, the local currency o gg

fa Malaysi . :
d just be one of the firm’s foreign currencies.

i it i i ch as a single
This revised Standard requires each individual entity, whether itisa sttand-alon:: engchl; " bramhgor
any), an entity with foreign operations (such as a parent) or a fore1gﬁt0per§ %Tancial i i
E ]
: ine i i and measure its results an :

idi shall determine its functional currency . ; al position &, e

.. SIdlarga?;h entity shall therefore translate foreign currency transact10n§ ayd items 1111_:;ed e
h nd reports the effects of such transactions in accordance the principles prescri
ency a

ency transactions.

p 5 Q p Y ns
E@I exarm ]B assume that E [{ Bhd (8] erates pred()mlnallﬂy m Ma]a s1a and 1ts b\.lSll’lf:SS tl‘allSﬁCtl.O

: . ’s business
would treat the US dollar (and any other currency) as a foweign RUERICY. Howi;eri;g I;%I]:f’ 1rvlv{ilisch should
Iransactions are denominated mainly in the US dollar, its functlonal currency is the ihs c;thér o
be used to measure its results and financial position. In this latter case, th}:ngl;g ;((cilaﬂgeiate of a Ringgit
is a foreign currency of that company. Accordingly, any changes in the Ringgl

: : its functional
Similarly, a Malaysian subsidiary that operates in Ho_ng ang Would 1dent1fi tlse Iﬁicé?slar ;L; iﬁg -
Currency if that is the primary economic environment i Whlc.h iy OperateS.hT I:aﬂslcllollar ;nyd the Ringgit, or
its results and financial position in the US dollar. To that subsidiary, both g_ o acsomts &6 Alko Kephip
any other currency, would be its forcign currencies. If the Hong Kong subsidiary (including HK dollar and
the US dollar functional currency, any changes in foreign currency exchange r]a - in its US dollar accounts.
Ringgit) would be dealt with (for example, measured and recognised as gain or Dsf)t d to Malaysian Ringgit
B oncolidation purposes, the subsidiary’s US dollar accounts should be transt?se e
before they are included the Malaysian parent’s group accounts (where the parent’s p
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Chapter 13: The Effects of Changes in Foreign Em:han!I - 13: The Effects of Changes in Foreig

S ! €5 a ld 0 elat 19 eXpenscs be ore C{)l!S!dell the ()t]lel [1d] at()IS. NOt tha.t Whell
ors O Sal p ‘EJ p 2 f g C c
3,‘ l a hlanCIIeS Whﬁthel IOCa”y Or In oversea uIlSdlCthllS Ba.Ch. b[anCIl Sllall detGII'I!lIle its
1 S -
S 3
d I'GpOl {s 1ts IesultS da ld ﬁ]lallCIal pOSlElO]l 11 that CLlIIeIICy.

the Ringgit). In this case, the recoghition and measurement issues relating to foreign currency trane
are dealt with in the subsidiary’s US dollar functional currency accounts, whilst the issyeg Oftraﬂs]
Ringgit for consolidation purposes are dealt with in the parent’s presentation currency group accoung

indicat
mal currency an
13.2.1 The Functional Currency

Reporting Foreign Currency Transactions in the Functional
.3 Rep

Currenc

In determining the functional currency of an entity, the primary economic env
operates is normally the one in which its primarily generates and expends cash. Amon
in determining the functional currency of an entity are as follows:

ironment i
g the factors tg

iti ition o
1 itial Recogni N o
.1 1 “a foreign currency transaction shall be recorded, 0}711 initial tre%cg%vri; ::n o
i t exchange rate
i reign currency amount the spo
s ate of the transaction” [MFRS 121.21]. In othe_r Word_s,
em arising from a transaction denominated in
y at the exchange rate ruling at the date of

(a) the currency: (i) that mainly influences sales prices for goods and services (for example, the ey
which sales prices for its goods and services are denominated and settled), and (ii) of the coun
competitive forces and regulations mainly determine the sales prices of its goods and services; ang

(b) the currency that mainly influences labour, material and other costs of providing goods and sery
example, the currency in which such costs are denominated and settled).

VFRS 121 requires that

jonal currency, by appl
Ctl currency and the foreign currency at the d ¢
nrr-ltion date. each asset, liability, revenue or expense I
i accurrency chould be translated into the functional currenc

ices (fy
o

Additional factors that may provide additional evidence of an enti

(a) the currency in which funds from financin
generated; and

ty’s functional currency include:

, fransaction.
g activities (i.e. issuing of debts and equity inSfrumemg) :

i ney. If
ansaction is known as the actual or spot rate for the foreign cx.lrr:tesythe
i i ate that approxim
i may be more practical touse ar _ .
T rwrd eign currency transactions for the week.

The rate ricng at the date of the tr.

be pumber of such transactions is vo

) ] ) ! o translate all for
(b) the currency in which receipts from operatin quch as an average weekly spot rate to tr

g activities are usually retained (for example, currehc‘y;l
currencies of bank accounts),

es,

. = .
‘ [l 1 5 € ﬁl[lCt§(3[131 currency 1s the Malayslaﬂ Rlnggll‘. ullde t“()k tile
0 30 Septﬂmbe] 20)(2 I\ilanﬂ Belhad Wh()s 5
1P forelgﬂ currency transactions:

SO d EOOdS on Credlt to a customer 1 Ullite tates Tor an volce amo Q 5 2

functional currency as that of the Malaysian parent and there is no need to
for consolidation purposes. The following factors are considered in decidin
of a foreign operation is the same as that of the reporting entity:

(a) whether the activities of the foreign operation are carried out as an extension of the repoiting e
rather than being carried with a significant degree of autonomy. For example, if the fore

| 1 ier in 81 for an invoice amount
& whether the Sungti i g Purchased raw materials on credit from a supplier 111 $1ngap0re or
k- ! Obtained a Japanese Yen long-term loan of Y100 million.

‘(On that date, the exchange rates were quoted as follows:

1712 operation is

Selling Buying
set up purely to sell goods imported from the Malaysian parent and it immediately renits the Pproceeds ‘

to.the parent, its (.)perations.are considered an integral part of the operations of fhf-- Ma]aysian'parem.- n .Malaysian Ringgit per unit of foreign currency: 42800
this case, the foreign operation would have the same functional currency as that of'¢he Malaysian pare : 4.4100 080
However, if the foreign operation conduct its business activities with a high degree of autonomy, i US dollar 3.0950 =

as when it accumulates its own cash and other monetary items, incur expenses, generate income Singapore dollar | :

arrange borrowings, all substantially in its local currency, its operations are not considered an extensi | Malaysian Ringgit per 100 units of foreign currency: 3.7120 3.5870
or an integral part of the Malaysian parent; ' {

Japanese yen

(b) whether transactions with the reporting entity are a high or low proportion of the foreign operation’s ‘

activities. A high proportion of intragroup transactions with the Malaysian parent may indicate that the

ired:
foreign operation is an integral operation;

* Show the journal entry to record each of the above foreign currency fransactions.
(¢) whether cash flows from the activities of the foreign operation directly affect the cash flows of the
reporting entity and are readily available for remittance to it; and

(d) whether the cash flows from the activities of the foreign operation are sufficient to service existing ﬂﬂd
normally expected debt obligations without funds being made available by the reporting entity.

lution 1 . ; represents the ask-bid
b hat the difference between the quoted selling and buylpg rates of a form%ﬁ ;lll’recﬂlfr):- cn(I;Jy- From the entity’s
y :;I;’te L_ﬁ; C:mmercial banks quote when they offer to respectively sell oFtlni’ly ];'L ;glgif; 4 selling rates, (Rememiber
whic| : - ively be the entity’s bu iy x
vl nks’ selli d buying rates will respectively : e vide to their
nt of view, lhi ba g Sfin:]:lgl E‘l‘]ir:igh”y mgeam the spread for the forelgn. e_xchanﬁge sirwcf_:zotrl‘liyr ;’iguy,, position.
it QZ}ZS) ‘?'Ilzus IS}Z rai:to be used by the entity will depend on whether ]lc: is in tzzles:]fl g§§§; it will be in the “sell”
RS ’ : ivable arising from a , e <
S ; the entity has a trade receiva ; e the entity 18 In
R e thfiﬁlagsfyviﬁgrgan]:’s bu;ying rate (i.e. the bid price) should be used. In the case wher
sition, and accor ]

When the indicators are mixed and the functi
to determine the functional currency that most
transactions, events and condition. For
business activities in multiple currencies,

onal currency is not obvious, management uses its judgement
faithfully represents the economic effects of the underlying
example, assume that a Malaysian reporting entity conducts i§

5 ay (= 5 i al i 5] 1 < h 1d be uSEd- ME :R-S
iti i llaS a trade p abl i {he ba]]k Sel]lng rate (l.e. th ﬁsk p]’lC ) shou
b.lly : posiuon, s J.Cl as Wt enit

In determining its functional currency, it shall give priority to the

13.3.1
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» but it does not preclude the use of a mid-pricing (an average of the bid-ask prices) 'Pl'icing
represents the price transacted between market participants. '

Journal entries:

(i)  Dr Foreign trade receivable account RM214,100

Cr Sales account (US$50,000 x 4.2820) RM214, 109

= lo record sale 1o foreign customer:

(i) Dr Purchase account (S$80,000 3.0950) RM247,600

Cr Foreign trade payable account RM247 600

= lo record purchase of goods from a foreign supplier:

(iii) Dr Bank account (Yen 100 m = 3.7120 1/100) RM3,712.000

Cr Foreign currency long-term loan RM3,712,000

— o record Yen loan obiained

13.3.2 Settlement of Transactions

In any reporting period, many forei En currency transactions may ha
of the reporting period. For example, some foreign trade debts would h
payables would have been paid, or a foreign currency loan, which matur.
paid. These are termed as realised foreign currency transactions.

ve been settled prior to or at the end

ave been collected, foreign trade
ed in the period, would have been

A realised exchange difference on a transaction arises when the exchange rate used at its settlement o
realisation date (i.e. when the monetary item was paid or received) is different from the rate used whey, it
was Initially recorded during the period, or used in the previous period-end date. Generally, all exchange
differences arising on settlement of monetary items should be recognised as gains or losses in proft or loss

in the period in which they arise.

Suppose, in the Example | above, the foreign trade recejvable of US$50,000 was collectea on 30 November 20x2.
The spot rate per unit of US$ was RM4. 1 750, as sold to the bank on that day.

Example 2

Required:
Show the journal entry to record the settled trade debt and to recognise the exchange difference.
Solution 2

The exchange difference in this case is calculated as follows:

US$ Rate RM
Transaction date:
30 Sept. 20x2  Sales 50,000 4.2820 214,100
Settlement date:
30 Nov.20x2  Settlement 50,000 4.1750 208,750
Realised exchange loss to profit or loss 5,350

13.3.2 2017 Commerce Clearing House (Malaysia) Sdn Bhd

ter 13: The Effects of Changes in Foreign Exchange Rates
chap :

The journal entry to recognise this exchange loss is as follows:

RM208,750
RMS5,350

Dr Bank account [US$50,000 = 4.1750]

Dr Exchange loss in profit or loss

RM214,100

Cr Foreign trade receivable account

10 record settlement of trade debt and loss on exchange.

13.3.3 Reporting at the Ends of Subsequent Reporting Periods

i e i eriod, such as when
foreign currency transactions may remain unsettled at the end of a ripogtlzﬁgal sl m
N Orhagses denominated in foreign currencies are transacted towards t et 111 il
. PWC_H only be made after the end of that financial year, or when a long-ter
ement wi ‘ :
;ﬂﬂi gn curTency remains unsettled at the end of the financial vear
ore

- : < jabilities arising from
rpose of measurement at the end of the financial period, the assets and 112311 o Monetary
F'Ol thleritllfy wransactions should be identified into monetary ztey;s'ani;i ng?’f(;;ﬂg:ti rm)i)nable gt
fare1gn C \ iabilities to be received or paid in fixe
: a7 lield and assets and liabilities . ‘tems not expressed
items arelmofl_ / 'i:ms of money or claims to money. By default, non-monetary items are item p
money. They ave 1

in money or claims to money. . . items, such as
1 nj(:ﬁry 121 and MPERS both require that at the end of each reporting perl()d, all chll;?oe;laga"t:cﬁn foreign

9 .l_(isbank accouﬁts. receivables, payables, advances, ]a?ndlng anq borrowlrlti—,.szruhng af the end of the
- al;,Lies should be translated using their respective closing rates (l'ej'- tt?efc]?inge differences when the
curren Id give rise to unrealise

o see MFRS 121.23(a)]. These wou . | oy the rates used when

rep?]rtmb pzi:;dgsgd for translation at the end of the reporting period are different from the r;
exchange rate

. - ' - . .
t al"lSElCtiOIlS were lnltlally I‘CCOrded dul‘mg the per]Od or used at the end Ofﬂ p p .
1€ 1€ Previous pe ()d

( = }J y ( ar d e[]l] t d i ¢ assets e(]ll.‘ i VESTI ents alld
. . 2 y
F on-mo i e ].all p]‘nen 3 nt Hglb i
B neta lteﬂ’lS, SUCh as pI‘Op f p x
i vento i.eS WhiC]’l are CaI‘I‘led at iStOl’!IC'd] (_OStS., the Standa]d p(reSCl 1bes Lhat the)‘ ShOUI ; p )
m 3 ! ' i ) d be repor ted Usﬂlg
g excha g(: ate tes o tive transactions L, p : :
- S Elt the da S f the I‘eSpeC tion 1 ; at t]le]l respective I sto Ca] lateVS sCe
V” RS 121 23(b) I or n()n'l“()“btary liemS, Sllch as ‘p]()pel ty and lnveStmEHtS, Whl(.,h are carr ed atre alued
amou ts lat ti e:i a. e t y da € C ang' ates ;
11 Valu S_, he Sha]l b& TBpOI‘[e t the ex ]] e l. tes whe ‘t (5] le. vd lle(] a 10u11tS Qor
Vv . (5] dle (S .I ed |see MFRS 12123(C) A hL]S. no eXChange (hffelence W]ll arise ont
ail’ alues wer ! [aIlS]atIOH Of

non-monetary items.

13.3.4 Recognition of Exchange Differences

iffer isi ttlement of monetary
B, i “exchange differences arising on se etal
d MPERS both require that “exc . i
; g Il%;n;];ting monetary items at rates different from those at which they W;ei irf};lj ;Ioﬁt o
- qi'on during the period or in a previous financial statements, shall be rzegcogms
cognition vio . i
flth%:uperiod in which they arise” (with limited exceptions) [see MFRS 121.28]

P 3 Y jo) fas at 3
asmn y
SU ppose 1n € e 1 above, the formgﬂ trade pa a.ble Q 5 ‘ .
he Exaln ] . ‘ : f S$8“ (]()“ W Ol due 1¢ ayme 1 I)eCEI]]be
20:{2, [he co Iiﬂﬂy S date 0[ statement ()1 nancial posiion. The ba k § selling spot rale per ur Q )E C a [late was

RM3.0176.

S (6] I'T n e € result g eX(:i a ge difference al‘l -tr atio . AISO, state ﬂle
i : ] SiI g on the re-trans 11
. :
W thEJOu al e tIy to recognis

carrying amount of the trade payable.

13.34
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Solution 3

The exchange difference in this case is calculated as follows:

S$ Rate
Transaction date:
30 Sept20x2  Purchases 30,000 3.0950
Balance sheet date:
31 Dec. 20x2  Retranslation 80,000 3.0176
Unrealised exchange gain to profit or loss
The journal entry to recognise this exchange gain is as follows:
|
‘ Dr Foreign trade payable account RM6,192

Cr Exchange gain in profit or loss

— o reiranslate foreign payable amount anel recognise exchange gain.

‘ The carrying amount of this trade
Lequal to S$80,000 x 3.0176.

\ [;ample 4

Suppose in the Example 1 above, the Japanese Yen loan was for a period of five-years. The bank’s selling m
per 100 units of Japanese Yen at 31 December 20x2 was RM3.8048.

Required:

payable at year-end = RM247,600 - RMS6,192 = RM241 408, which shouyl

~ii

Show the journal entry to recognise the exchan
the carrying amount of the loan at the date of the s

Solution 4

ge difference arising on the re-translation of the Yeu: loan. Alsg,
tatement of financial position.

The exchange difference in this case is calculated as follows:

Yen Rate per 100
Transaction date:
30 Sept. 20x2 Loan obtained 100,000,000 3.7120
Balance sheet date:

31 Dec. 20x2 Retranslation 100,000,000 3.8048
Unrealised exchange loss to profit or loss )
The journal entry to recognise this exchange loss is as follows: ||
]
Dr Exchange loss in profit or loss RM92,800 U

.
Cr Foreign currency long-term loan RM92,800 |
— o recognise exchange loss in profit or loss on re-translation of loan. Ly

At 31 December 20x2, the Yen loan amount, translated at the closing rate, is stated at RM3,804,800 [i.e. 3,712,0@@
bgz,soo or simply 100,000,000 x 3.8048 / 100], ‘

,.
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The E"ects of changes in Oreign Exchange Rates |
ter 13:

Functional Currency that is not a Local Currency
1.5 u

Qm i i i bove translation I
P{ﬂ]af’ ian pany hasa leIlCtiOI’lEll currency other than the Malays1an R; Tlgl%ltf;] the acti le . |
ifa* Snl p 'Crl l'plGS shall be apphed in that functional currency. For examp Ci, . ec ]c.ll.llel r()Islta telll'elerltl Y |
) itio . [Cl {ﬂ e ]CeS‘I.lltS (statement of proﬁt or loss and other compre €ns
rec ¥

S dollar, the hensive income or statement of

i ition shall be measured A
ted separately and cash flows) and statement of financial position
: if presente
it or loss !

IH[F
. i 1 laws and regulations |
e US ‘1o records should logically be kept in the US dolllar. I—_Iowe?\'fer},1 if ﬂ:;;;?; e
e accountingr tine records must be kept in the Malaysian R.mggn, t clan o R;nggit s
o the'aczozue agdual system of accounting), one set kept in t]h{es I\;I;lay;L f; b o
e i dollar to comply with MF ' . . |
e i igi i Act 1965. In the “
cal laws, and Fllet}?;hgaiysia}; Ringgit was a requirement in the original 'Comrzi:;?s -y
unting recDr(jIS ;ngo 16, there is no prescribed requirement that. the accj:(ountﬁsgaccoummg G’ e .,‘
e ) i d in Malaysia may keep :
Mﬂ;{%a;iﬂﬂ Bt e i Fcr?[{-fl)coiftztgn;ncial statements in that functional currency. |
i ; facilitate the preparatio
otional currency to

Q oc Adct 2016. a company shall lodge with the I
H er, under Sectio B W es Act 2016, s
ion 259(1)(c) of the new Compani ! pany o Act ol -
‘However, 1] rinanzlial year(the financial statements and n?ports reqﬂulred untdeinthM 1AC ia CamOllﬂy.
pe er : a\r;c al statements a  lodged with the Registrar shall be guo ed a QV.S an _M”?ﬂC |
o : ts and reports lodge qu " |
Wi in the ruanc .1 st -t e the financial statements shall be presented in the Malaysian Ringg |
presentation m Malaysia, |

ce, 10

i d, a ()Lﬂl th [!SB nctional curre Cy QO \]Cted tl QLIOWIT fransactions dBl mn he m(mtll (lf
X " (=] f g 11 g
curren (& nd
ﬁITn W1 a ﬁl Cl1
Ae B £l

viarcn 2”?(8 i g to a c n fra. T € aIl]()U.Ilt ():[ US$1()0 000. O this date, the
ld UOOdS a company m AUS lia 10 an 1mvoic

000.
ate was RM4.5000 to USS$1. Py g XN
L. exclha;()gegr urchased raw materials for a company in Singapore for an invoice amou
15 March 20x8 —p iy
i [ e rate was S$1.4250 to k : S
e exf:lhangsited RM?2.000,000 in a fixed deposit with a Malaysian bank. On this dal
20 March 20x8 — depo 000, |
e e 31 March 20x8. The spot exchange rates per US$1 on this date
I ¢ i ined outstanding on \
~ All the above transactions rematne
' as follows:
RIM4.4000 per USS;
(i) S$1.4550 per USS.
e ions in the accounts of Ajex Bhd; and
Kq Show the journal entries o record the above transactions in .e a{ G TR iy oVt
o i the journal entries o r
( hange difference and show
(b) Calculate the exc
e date.

Solution 5 i
(a) Journal entries on initial recognition:

US$100,000 ‘
01 March: Dr Trade receivables oo ‘
Cr Sales
_ to record sales in the functional currency.
Note: no translation is required for this transaction. |
\
13.3.5
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.. The Effects of Chang

15 March: Dr Purchases account (S8110,000 / 1.4250)

US . . -
e i 20x1, Halia Bhd, with a functional currency of the Malaysian Ringgit, esta'nh.shed a wholly owned
10 ranslate and record purchases e L, §;| the Labuan, with a paid up capital of US$$2,000,000. Halia Bhd applied the cost model to
20 March: Dr Fixed deposi stments in subsidiaries.
e (RMZOOQOOOMASOO) Uss ; . day, Halia Bhd extended a long-term advance of US$8,000,000 to Ajex Ltd. The advance was
i i . %;I;epm ;f the net investment in Ajex Ltd as it was not intended for settlement in the foreseeable futl:lre(i
. ded 31 December 20x1, it recorde
~ o translate and record placement of deposit functional currency was the US dollar. Assume that for the year ende c
profit.

(b) Reporting at Quarter End Date: L change rates between Ringgit and US$ were as follows:
(1) No change to the trade receivable rec

(i1) Trade Dayable is translated at closin,
recorded as follows:

2 20%1 RM3.5000 = US$1

d i g :
orded as this is not a foreign currency o
mber 20x1 RM3.8000 = USS1

g rate ie. $5110,000 / 4.4550 = US$75 601 The ex
601, The exch,

Dr Trade payables (77,193 - 75,601)

e Roftonles Us$1,592 ces should be dealt with in the separate financial statements of

> and explain how the exchange differen
for the year ended 31 December 20x1.

e
o i i lidated financial statements
1 ingei ; d paa n ils CONSO
(iii) The Ringgit fixed deposit is translated at closin

exchange gain is recorded as follows: g rate Le. RM2,000,000 / 4.4000 = US$4s: : ~N\ : :
‘ ' he investment, being a non-monetary item, would be carried at its

d’s separate financial statements, t ; : :
e 1 rate of RM3.5000). No exchange difference would arise from this

s eposit (454,545 - 449,438) ,000,000 (i.e. translated at the historica

Cr Exchange £ain in profit or loss US$5.107 ‘m
wever, the advance made to Ajex Ltd is a mon
unt of RM30,400,000. The exchange gain aris
: .r.ecognised as a gain in profit or loss. In the in

1ot a foreign currency transaction, and accordingly,

etary item, which should be translated and carried at the closi‘ng
ing is RM2.,400,000 [i.e. US$8,000,000 = (3.80 - 3.50)], whjf:h
dividual accounts of Ajex Lid, the US dollar advance from 1its
no exchange difference would arise.

Halia’s group level, translation of the net assets (assets and liabilities) of Ajex Ltd under the closing rate method

produce an exchange gain of RM600,000, that shall be recognised in other comprehensive incgme and retainefl
ate component in equity (e.g. exchange translation reserve). Consolidating the exchange gain of the paregt s
,unt. the total exchange gain recognised in other comprehensive income and retained in exchange translation

13.3.6 Net Investment in a Foreign Operation

WRS 121 prescribes that “exc
reporting
financial

) hange differenc isi
entity’s net inve i : °5 arising on a monetary item
stment in a foreign Operation shall be recognised in profit othla : fqnnq i
T 10SS 11: the separs

or the individual financig| S

S];Iﬂ” be recognised initially in other COmprth:;e-lgn operation is a subsidiary), sycl exchange diffe ‘ e in the consolidated financial statements would be RM3,000,000. This can be reconciled to the exchange
disposal of the net investment)” [MERS 121 32]51VG Income and reclassified from Wty to profit or lo |di nce on the total net investment, as follows:
o [US .80 - 3.50] = RM3,000,000
The long-term monetary items inc| L - [US$2,000,000 + US$8.000,000] = [3.8 ]

i : : . ude loans
1s no intention of immediate seit S— rea]isa??d adtyance, long-term payables and receivables, [f
part of the net investment in th on of these monetary items, then they are, in substan

! v foreign operati - h i
payables for which settlement is expL dp ton. They therefore do not include trade receivables and trade

d is denominated in the functional currency of the foreign
s separate financial statements, which shall be
chensive income in the parent’s consolidated

In the Example 6 above, the advance extende
operation, and thus, the exchange gain arises in the parent’
teclassified from profit or loss and recognised in other compr
financial statements.

s Similarly, when a monetary item forms part of a reporting entity’s net investment m a foreignl opm.:atu}:»ln
Sing on translation of these longuféiﬁ and is denominated in the functional currency of the reporting ent:ty? an exchange d1fr.feren.ce arlzes mlt .e
income and retained in equity at the! foreign operation’s individual financial statements. The exchange gain or loss recognised 1nﬁpr0 ; or orsls1
reign operation. The exchange! in the foreign operation’s individual financial statements shall glso be reclagmﬁed from profit or loss a
recognised in other comprehensive income in the parent’s consolidated financial statements.

13.3.6
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Example 7

Suppose in the Exam

le 6 ab i .
of RM28,000,000. i ove, the long-term advance was denominated in the Malaysian

Ringgit in the amoypg

Required:

Calculate and explain how the exchange differences should be de

Apex Ltd and in the consolidated financial statements of Halia Bhd alt with in the individual financial statements of

Solution 7

In Apex 1td’s indivi i
viduse i
idual financial statements, the translation to its functional currency would b foll
e as follows:

RM
01 Jan. 20x7: Advance obtained 28.000.000 Bate Uss
31 Dec. 20x7 Translation at year end ;8!000100(} i 8,000,000
e 3.8 7,368.42
a 421

Gail’l on tl‘aIlSIatiOﬂ at year e d ,79
3

In Apex 2 i
. prsﬁt Eﬁd} ] ﬁm;Itlonal currency accounts, the exchange difference of
oss. Ho i ?
i (:ivnf:dver,t g{ Ha.ha Bhd’s group level, this gain shall be reclassified and recogni
retained in exchange translation reserve). The total exchange resery '.Coh'
e, 1n this case, would

Stl I be the same as ill Exan][?le 0.61 A . 3 o,
_l ok W RM 0 0 ( 1€

; : c.at ;,”0 ,”0 O [JS$(;31,5;9 3 8 RV 600 000 ote that I S case. t
net assets of A[)EX Ltd Would mcrease (o US$2,63 1,5 ; 9 1us. the gal'll : G ). N -

deferred i . recognised i § SR
| n exchange translation reserve can also be proved as follows: gnised in other comprehensive ncome ang

Chapter 13: The Effects of Ch i i
anges in Foreign Exchange Rateg chapter 13: The Effects of Changes in Foreign Exchange Rates
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§olution 8
In the separate accounts of Mulia Bhd:
USss$ Rate RM
01 Jan. 20x8: Loan to subsidiary 1,000,000 4.00 4,000,000
31 Dec. 20x8; Translation at year end 1,000,000 3.50 3,500,000
Exchange loss recognised in profit or loss (500,000)
[n the individual accounts of Siam Ltd
USs$ Rate Bahts
01 Jan. 20x8: Loan from parent 1,000,000 40.00 40,000,000
11 Dec. 20x8: Translation a year end 1,000,000 42.50 42,500,000
(2,500,000)

Exchange loss recognised in profit or loss

[n the consolidated financial statements of Mulia:

Exchange Reserve

RM

Pareny’s loss reclassified and recognised in OCI (500,000)
Subsidiary’s loss reclassified and recognised in OCI

(205,882)

Uss$ Rate
31 Dec. 20x7: Net asgets (2,000,000 + 631,579) 2,631,579 .
01 Jan. 20x7: Opening net assets 2,0007(}0() 5 o
Group’s gain recognised in other comprehensive income g 5 s

y I

MFRS 121 f‘urthel‘ c a[lﬁes thatalll““ & p P v g
It
hat ﬁ)] ms pal t tt € parent sneti est ne 14 10re 1
etaly emt Ito h re net nvi
Ope]atlon Illay be dBI]OmIIIatGd mna CUITBI'ICS/ Ol.hel tha[l the '.IullC[I()Ild currer Cy of 1}] pa h g 1
3 c rent or t € 1orei1
5 eXCIlﬂIlg{: d]&‘e] Cnces ar 15¢ b(]th m [he pa[e”t 5 Sepalate ﬁIlElI]Cla SL

Example §

On 1 January 20x8, Mulia B
5 ] hd, whose functional i
PO 0 ki Shd, clional currency was the Malaysian Ringgit
S i lary,_Slam Ltd. The loan was part of the net investment in Sj . eXFe"dﬁ'd o
and its functional currency was the Thai Bahts o e -

The exchange rate movements were as follows:
1 January 20x8: US$1.00 = RM4.00 = Bahts40.00
31 December 20x8: USS$1.00 — RM3.50 = Bahts42.50

Required:

Calc i
alculate and explain how the exchange differences arising on the a

of the Mulia Bhd, Siam Ltd, bove loan should be dealt with in the accounts

and in the consolidated accounts of Mulia Bhd.

13.3.6
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(2,500,000 = 3.50 /42.50)
| Total exchange loss recognised in OCI

e

13.3.7 IC Int. 22 Foreign Currency Transactions and Advance Consideration

(705,882”

This Interpretation addresses the date of the transaction for determining the exchange rate to use in
reporting foreign currency transactions that involve advance consideration paid or received. MFRS 121

e exchange rate(s) to use on initial recognition of a foreign currency transaction in an entity’s

specifies th
change rate for the

functional currency. MFRS 121 does not, however, address how to determine the ex
recognition of revenue when an entity has received advance consideration in a foreign currency.

When an entity pays or receives consideration in advance in a foreign currency, it generally recognises a
non-monetary asset or non-monetary liability before the recognition of the related asset, expense or income.
The related asset, expense or income (or part of it) is the amount recognised applying relevant Standards,
which results in the derecognition of the non-monetary asset or non-monetary liability arising from the

advance consideration.

The Interpretation applies to a foreign currency transaction (or part of it) when an entity recognises a
non-monetary asset or non-monetary liability arising from the payment or receipt of advance consideration
before the entity recognises the related asset, expense or income (or part of it). It addresses how to determine
the date of the transaction for the purpose of determining the exchange rate to use on initial recognition of the
related asset, expense or income (or part of it) on the derecognition of a non-monetary asset or non-monetary
liability arising from the payment or receipt of advance consideration in a foreign currency.

Consensus

Applying paragraphs 21-22 of MFRS 121, the date of the transaction for the purpose of determining the
exchange rate to use on initial recognition of the related asset, expense or income (or part of it) is the date
on which an entity initially recognises the non-monetary asset or non-monetary liability arising from the

payment or receipt of advance consideration.
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there are multiple payments or M‘ |

receipts i
for each payment or receipt of advan Celpts in advance, the entj

ce consideration, ty shall determine a date of the
tra

Example 9 28 Other Requirements

On 1 January 20x8, Entity K, which i 181 Revaluation of Non-Monetary Assets

B s a functional currency of RM
. (i)  received USD1,000

(ii) pay in advance £1.00
; s
. 0,000 for

. undertakes the following for on-monetary items, such as inventories, equity investments, and propetty, plant and equipment, carried
clgn s of historical cost denominated in a foreign currency should be reported using the exchange rate at
of the transaction [i.e. their respective historical rates].

However, Some non-monetary items may be carried at fair value denominated in a foreign currency or
have been revalued in their foreign currency amounts. MFRS 121 prescribes that “when a gain ot loss on
-monetary item is recognised directly in other comprehensive income, any exchange component of that
or loss shall be recognised directly in other comprehensive income. Conversely, when a gain or loss on a

The relevant exchange rates are as flows:;

RM i
Date per unit of FC . : ;
USD [ Jan 20x8 2 he monetary is recognised in profit or loss, any exchange component of that gain or loss shall be recognised
4.2300 S . ot or loss” [MFRS 121.30].
J 5.4500 4.440 0 Apr 20x8 e
' For example, if a property denominated in a foreign currency has been revalued, the gain arising shall
I

edited directly in other comprehensive income (and retained in a revaluation reserve). In this case, the
ange rate to02 used to translate the property should be the rate ruling at the date of the valuation. Any
change cortiponent of that gain is also included in other comprehensive income and forms part of the

On 1 Jan . : .
uary 20x8, Entity K shall record the following no &
n-

moneta i
ry foreign currency transactiong:

uation: reserve.

Dr Bank (USD 1,000,000 = 4.2300) -
1338, Impairment of Non-Monetary Asseis

)
* Non-monetary assets denominated in foreign currency are subject to the normal impairment test, such as

' jnventories are measured at lower of cost and net realisable value, whilst property carried on the cost model
@) shallbe tested for impairment losses by comparing with its recoverable amount. When these are measured in

Cr Advance received 4,230,000

— o record advance received from customer:

Dr Advar i I‘
nce paid (£1,000,000 x 5.4500) I‘I

Cr Bank account 5,450,000 AN\ a foreign currency, the Standard requires that the carrying amount is determined by comparing:
— o record advance paid to manfactyrer S o) (a) the costor carrying amount, as appropriate, translated at the exchange rate at the date when that amount
7 A was determined (i.e. the rate at the date of the transaction for an item measured in terms of historical
On 31 March 20x8, when the sales to the U : cost); and
5] I - i .
customer are made, the journal en AT , | & (b thenet realisable value or recoverable amount, as appropriate, translated at the exchange rate at the date
¢ as follows: il when that value was determined (e.g. closing rate at the date of the statement of financial position).
r Advance received (derecognised) KA RM 1 The effect of this comparison may be that the impairment loss recognised in the foreign currency may be
Dr Exchange loss in profit or Joss 4,230,000 ' Feverised in t{le functiongl cdlllt'rerl:lcy%l?r v_ice vlersa (ie. 1')10 impairment loss required in foreign currency but an
impairment Joss recognised in the functional currency ).
Cr Sales at spot rate (1,000,000 x 4.4400) 210,000
— o recognise sales and exchange Joss, 444008 Hlustration
On 30 April 20x8, when the machipe | . (a) (b) (b-a)
; machine is delivered to Entity K i | Date acquired At Year-end At NRV ;
| s mmal entry would be as follows: . cost or RA  Impairment loss
] 1) Impairment test for:
\ Dr Machine at spot rate (£1,000,000 x 5.6500 RM ! { (1) p _n : :
5 Aithiios ol - ) : RM Tnventories, in foreign currency Us$10,000 US§$9,000 US$(1,000)
1 2! s
WES (derecognised) 650,000 Exchange rate RM per US$ 3.5 4.0 .
r Exchange gain in profit or logs 5.450.000 4 Inventories, in functional currency RM35,000 RM36,000 _;R_J\_/T__Tll
~ to record purchase of machine and exchange gain 200.000 (2) Impairment test for: .
: ¢ Property, in foreign currency $$50,000 $%51,000 8§ nil
Exchange rate RM per 53 %5 22

- ot R
\ Property, in functional currency RM125,000 RM112,200 51_\/-1(_1___2;_5_9_4_@
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S

Solution 10

(a)  The functional currenc i

R0k andrff?;:ylifpex Ltd is the US dollar. The transactions in Ringgit, namely the hi i
4 measurembem prm‘:ip] mlen.t of the er_lgglt fixed deposit, are its foreign currency transaclionpuzr: o ('Jt ¢
iyt ol bei;;i gtmg to ftorelgn currency transactions should be applied in its US dsc;IIaTCaO e,
G . £, n-monetary item, should b its histori i
e 8 - Sl e measured at its historical rate :
on this item. The fixed deposit, being a monetary item, would be méalsj]enze ]tlct)l g
) asured at the closing

rat(‘-‘1 and I.'h{.S prOduC § an exchan <
: bl 3 ge 10. s of U i
; : {5 - S S$I00,000 (l.e. Ul ;$50(),()00 RM:,OO(},O()“ / 5) that Sl]()llld be

€ ope ﬂting aC[i it] i p
vities, in terms of cvenue
L nomi 1 i W.
| 1 V and expenses a ede 1 atedlnt.hEUSdollﬂI 1 i Q
h]Ch 1S the ﬁlﬂcti
3 llal

CulTenCy. ThC efOr no i
XC i i
] 5 ) hange dlf‘fe ences or ful Sr T V. ise i iti
. e 1 t} SsSues w arise i the leCOgﬂlthn and measuremen
T e to

AS Apex S pIeSematl()l C CNCy € [8) It J]lCthllEll Cu[Iellcy 1ts ﬁ anc 'r].l statements would ced to b
urren d]ﬁ:‘ 1S m IS f o]
trans ﬂted to he R”l ’ltplese tation ¢ IITENCy. In th e traj S]dUOH of Lhe US' dOI T ” 1an a] ate: C 8
g&, ation ITer gl i 1 n
a cial st ]IlC]JtS, hC CIO 1 g

b - . ; :
(b) Translation of the financial statements - closing rate method

LY
Functional currency Exchange rate RM per  Presentation curren
' ne
i US$ USS§ Rl\i
Cafer 2,000,000 AR =45 9,000,000
i S (1,000,000) AR =45 500,C
change loss on Ringgit deposit (100,000) | &
Profit for the year 900,000 e oo
OCI — Exchange reserve (bal.) = o
Equity capital u
ty capita 2,000,000 HR =4.0 8,000
; .000,000
2,900,000 :
Office building el
Ringgit bank bal £ oy s ) : |
ot Ky ance 400,000 CR=50 2!§QQL 5
a ; S .
e b;]ce 1,000,000 CR=5.0 Wi
. : i W
L es 1,000,000 CR=5.0 2088833
2,900,000 S0,
14,500,000

Proof of exchange reserve:

Opening net assets: 2. OOOI{J)(SJi s RM

Translated at opening rate ,

Translated at closing rate il 8,000,000

Gain on translation of opening net assets = ———I 0.000.08

Retained profit for the year: 900,000 22,000,008

Translated at average rate ’

Translated at the closing rate 2 4,050,000

Gain on translation of retained profit e _4,500,000
450,000

Total gain on i ised i
g translation recognised in other comprehensive income

2,450,000
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The gain is recognised in other comprehensive income to determine the total comprehensive income for the year.

[t is retained as an exchange translation reserve in equity.
Note that in the above example, the translated financial statements presented in the

for consolidation in Lapton’s group accounts.

Ringgit would also be used

13.5 Translation of Financial Statements of Foreign Operations

sidiary, associate, joint venture, or a branch of the reporting
ducted in a country or currency other than those reporting
essary that its foreign operation must be located in another
ted and located in Malaysia, but if that subsidiary conducts

its business in a functional currency other than that of the parent, that subsidiary is a foreign operation.
Conversely, the Malaysian parent may own a subsidiary located in another country, but if that subsidiary
conducts its business in the same functional currency as that of the parent, that subsidiary, although a foreign

operation, is considered to be an integral part of the parent’s operations.

A foreign operation is an entity that is a sub
entity, the activities of which are based or con
entity. For a Malaysian parent entity, it is not nec
country. It may own a subsidiary that is incorpora

With regard t0.sclecting a translation method, MFRS 121 changes the requirements of the original

IAS 21 by not distinguishing between integral foreign operations and foreign entities. Instead, all overseas
subsidiaries, uranches, associates and joint ventures are now classified as foreign operations. As a result of
applying e functional currency concept:

(a) - there is no longer a distinction betw
was previously classified as an integral foreign operation wi
reporting entity (the need to translate to the function currency would not arise); and

reign operations, i.e., the closing rate method that was

een integral operations and foreign entities. Tnstead, an entity that
1 have the same functional currency as the

(b) only one translation method is prescribed for fo
applied to foreign entities under the original TAS 21.

13.5.1 The Closing Rate Method

When the closing rate method is used, exchange differences can arise from three sources, as follows:
(i) translating the opening net assets in the foreign operation at an exchange rate different from that at

which it was previously reported;

(ii) translating the income and expense items (net retained profit
dates of transactions (or at a rate that approximates the actua
and liabilities at the closing rate; and

(iii) other changes to equity in the foreign entity, such as an asset revaluation.

for the period) at the exchange rates at the
1 rates, such as the average rate) but assets

Example 11
Assume that R Bhd, whose functional currency was the Malaysian Ringgit, incorporated a wholly owned subsidiary,

S Pre Ltd, in Singapore on 1 January 20x3. The paid up capital of § Pte Ltd was $$10 million and R Bhd paid the
investment on that date. S Pte Ltd was classified as a foreign operation. The exchange rate ruling on 1 January 20x3

was RM1.80 per unit of 8.
The relevant exchange rates per unit of 58 were as follows:

Average for the year: RM2.20
30 September 20x3: RM?2.40
RM?2.60

31 December 20x3:

13.5.1
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Consolidated Statement of Profit or Loss and Other Comprehensive Income
For the year ended 31 December 20x3

RM 000

Other comprehensive income:

Revaluation surplus (10,000 + 1.333)

Exchange translation gain

Total comprehensive income for the year
Consolidated Statement of Changes in Equity
For the year ended 31 December 20x3

Share capital Revaluation Exchange Retained Total |

réserve  translation profits

reserve
RM000 RM*000 RM’000 RM 000
Balance b/forward 20,000 -~ 1,750 5,250
Total comprehensive income for the year — 11,333 2,725 13,552
Dividends paid - - - (4,000)
Balance o/forward 20,000 E @ 14,802

13.5.2 Accounting Records Not Kept in the Functional Currency —
Remeasurement

its functivna] currency,

MEFRS 121 clarifieg that “when an entity keeps its books and records in g currency other than its functiona|

currency, at the time the entity prepares jts financial statements all
cutrency, so as to preduce the same amounts in the functional currenc
been recorded initially in the functional currency”,
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i F i n Exchange Rates

i implements a
- itv. i ircumstance, 1np
DAL S S BYI0ED I wikentily Hi Suci]i[lhcthe local laws and the other
that the need for re_r{lias ing two sets of accounts, one to comply w
B tem by maintain
ting sys
with MERS 121.

)610 Inay help )‘Ou erSLIaIlSB the aCCOllntlllg pI()Cf:dU.I”E:S.
I’t W

he ﬂﬂwcha .
1 Presentation
et ional
subsidiary’s Félu”rf;gﬁcy currency
accounting
records Translate to S$ ~ s

= us $
@: Re-measure to US$

Parent's group

Translate to RM

RM

v € l)e oW p ()Vld n ar alySlS Of the p ()CEdLlIES 01 CO lS()l dati(] hy[)othetlc ases O
h f T 1 n
1 T €5 a 1n al casc I
l‘h ab

'.ﬁs d aries accou t llg eCOI(lS dl ld fl.l!lct-() la[ Cllﬂ'f:l'lCieS:

2 1 | (:, oun 1 Y lidation I’rocedure
‘ ti_ﬂg Records, Functional Curl‘enc and CO“SO

| 3 Ie 1: A C

ional Procedures for consolidation of a Malaysian parent with a
m i Funr(l:rgz:; Ringgit presentation currency
: accounting cu
re'cord's Ringgit  Consolidate direc-tly t.he Ringgit E-ZZ?E:S
. e US dollar  Translation to Ringgit for conso el
. e dou'ar S dollar Re-measurement to US dollar, and Tra
- - U ——— inggi d consolidate thereafter
i Ringgit  Re-measurement .to Ringgit, and ¢
e opteh e (an integral operation) i lg =
HK dollar US dollar Re-measurement to US dollar, an
In Hong Kong .

for consolidation

l 1€ 10 W ex [P (+] t aieS 1(’\7\‘ kee[”l a dLla SyStCl 1 OF remeasureme“t l.lSll’lg the tEIIlleal
f 1[0 ]lg am;

method should produce the same results.

=

P 10. 3 CO! buted by 1ts
d Se t 1 ]aﬂuary2 X thﬂpald up c 1 OfRM s
Sﬁg(‘ Sd.ll Bh t 'Ilp ()pEIa Ons o ” i W 4] a 000 000 nirt

d 1 (5 ha[]k ana conver [ed the 10&1’1
i to
]’ﬂre . © th d t t obtained a i 00 000 ffom a for 1gn / :
T 1 S date -I, i SD ]Oa]l Of US$2,S ) : :
R]A- ] : i : h & rate 0[ RM4 00 0 one USD. Ihe 10a1'1 Cﬂmed an interest rate Of 6 o per annum
I i :
3 10,000,000 at an exc ang

On 1 .]a.llua Y 20)(:‘ Sa (8] pU.ICh ed a bui d”lg fOI.’RM 5,000,(}00 pﬂld m Cash I l [} halaﬂc& Of the Cash 610) 1t[1but10ﬂ
5 as 1
T g

was kept in an RM bank account.
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Retained profit for the year from translat
Exchange gain - balancing

Retained profit for the year - di
- RM1,994 - RM1,333)

1on of the subsidiary’s Statement of profit or loss

T s L o,
he exchange difference arising can be established as follows:

Opening monetary items: =7 T
P$1,850 @ closing rate of 4
P$1.850 @ opening rate of 6 i
| 308
In i
| érease 1n short-term net monetary assets during the year
| Retained profit
. 6,160
Add: Non-fund depreciation item >
850 128
Less: Increase in inventories o i
2,000 841
Translated at closing rate P$5,010 @ 4 = 5
1,252.5 ’
Total exchange gain -

he EXChaﬂge js ir 1 405 Ci [ (9) T the co T 0
i ain o RM O 000 i
: = A ‘ an then b mc rpO ated n h Cl I]SO]jdated Stﬂtement Ofproﬁt [0 1 d th
0SS an &l’

C :
onsolidated Statement of Profit or Loss and Other Comprehensive In
com
For the year ended 31 December 20x3 3
Revenue (60,000 + 5,000) Sl
| Less: Cost of goods sold 3
Opening inventories (6,000 + 571) |

Purchases (38,000 + 3,200) o
41,200

Closing inventories (8,000 + 1,412) g
(9,412)

38,359
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Consolidated Statement of Profit or Loss and Other Comprehensive Income
For the year ended 31 December 20x3
RM’000
Gross profit 26,641
Eepenses (6,400 + 398) (6,798)
Eychange gain on translation 405
o ofi before taxation (17,600 +2,243 + 405) 20,248
'%ggxatian (5,280 + 528) (5,808)
profil after taxation 14,440
~ Other comprehensive income:
Revaluation surplus 11,333
' Total comprehensive income for the year 25,173
Consolidated Statement of Changes in Equity
For the year ended 31 December 20x3
N Share capital Revaluation Retained profits Total Equity
N reserve
RM’000 RM’000 RM™000 RM"000
Balance brought forward 20,000 - 5,494 25,494
Total comprehensive for the year — 11,333 14,440 25,773
Dividends paid - He = M (4,000)
Balance carried forward M 11,:_3‘33 15,934 47,26’!

13.5.5 Translation of Goodwill and Fair Value Adjustments of a Foreign Operation

In the earlier examples, we have not discussed the issue of goodwill and fair value adjustments on
acquisition of a foreign operation. Note that these two items arise only at the group consolidation level when
the permanent adjustments are performed. And because they arise on consolidation, past practices preferred
to treat them as assets of the parent and therefore measured or translated them at their historical rate.

The issue that needs to be addressed is whether goodwill and fair value adjustments of a foreign operation
should be treated as assets and liabilities of the foreign operation (in which case, they should also be translated
at the closing rate) or assets and liabilities acquired by the local parent company (in which case, they should
be recorded at their historical costs). The original TAS 21 permitted either treatment. However, MEFRS 121
and MPERS both require that “any goodwill arising on the acquisition of a foreign operation and any fair
value adjustments to the carrying amount of assets and liabilities of that foreign operation shall be treated as
assets and liabilities of the foreign operation. Thus, they shall be expressed in the functional currency of the
foreign operation and shall be translated at the closing rate” [MFRS 121.47].

Note that it is still necessary to use the historical rate to translate the share capital and pre-acquisition
teserves of the foreign operation so that the original goodwill on combination can be established. The resulting
goodwill and any fair value adjustment are then translated at the closing rate in any subsequent consolidation
of the foreign operation.

Financial Accounting and Reporting in Malaysia, Volume 2 13.5.5




